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COLLECTIVE BARGAINING UNDER THE WAGNER 
LABOR ACT 


BY E. C. ROBBINS 


) write on specific labor condi- 
tions in May so that the state- 
ments will be pertinent in July 

requires more than foresight. The at- 
tempt takes audacity, for the scenery 
the industrial relations stage is 
shifting at unprecedented speed, and 
throughout the night employers and 
labor leaders are learning new script 
for use the next day. The purpose of 
the present article is twofold: first, to 
state more or less categorically the 
standards by which the National Labor 
Relations Board decides whether or not 
collective bargaining in specific in- 
stances has been conducted according 
the provisions of the National Labor 
Relations Act; and, second, to com- 
ment on certain underlying factors 
which are influencing the actions of 
both employers and employees in many 
cases where executives are dealing with 
their workers in organized groups. 
The decisions of the United States 
Supreme Court upholding the validity 
t the National Labor Relations Act 


(Wagner Labor Law) have brought the 
issue of collective bargaining very much 
to public attention, but it is a safe 
assumption that the average citizen 
does not know what constitutes col- 
lective bargaining under the act nor 
does he sense the broader implications 
that are involved. The same statement 
might almost be made concerning em- 
ployers as a class and workers as a 
group. If anyone doubts this, let him 
ask the first dozen people he meets, 
“What does collective bargaining sig- 
nify ?’’ The replies will run about like 
this: the employer can’t interfere with 
his workers; the protection of human 
rights in industry; a means of attaining 
industrial peace; giving more power to 
labor; a plan thought up by the Brain 
Trusters; turning my factory over 
to the workers. And so on ad inf- 
nitum. There is neither agreement nor 
understanding. 

For the employer, the situation is 
far more serious than for the man in 
the street, for he may be called upon 
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at any time to bargain collectively. 
Hence it is essential that he have 
clearly in mind what is involved, espe- 
cially if a successful agreement is to 
be consummated. The rulings of the 
Supreme Court were properly confined 
to main issues: first, that employees 
have a right to associate themselves 
together to bargain collectively; sec- 
ond, that they shall be free from inter- 
ference and domination by employers 
in choice of representatives for the 
purpose of collective bargaining; and, 
third, that companies (excluding rail- 
ways) engaged in, or whose operations 
affect the flow of, interstate commerce 
may be brought under the provisions 
of the Wagner Labor Act. Conse- 
quently, if one is desirous of determin- 
ing the standards used in defining 
collective bargaining under the act 
itself, it is necessary to go beyond the 
recent pronouncements of the Supreme 
Court and examine the many cases 
dealing with the subject that have been 
decided by the national labor boards 
since 1933. Indeed, if one wished to do 
a painstaking piece of research, it would 
be necessary to study the rulings of 
the War Labor Board and particularly 
the findings of the several railway 
labor boards, for Congress in construct- 
ing an act applying to manufacturing 
leaned heavily upon the experience 
gained in the field of transportation. 
For our present purpose, however, the 
more extended study is not essential. 
The present National Labor Relations 
Board, and its predecessors under the 
NIRA, the National Labor Board and 
the former National Labor Relations 
Board, in deciding the cases that have 
come before them, have constructed a 
series of measuring devices by which 
a conclusion can be reached as to 
whether or not collective bargaining 
is genuine in any given situation. For 
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all practical purposes, these device; 


now have the effect of law. 


The Statute and Its Application 


In order to understand the applica. 


Aid) 


Labor Relations Board one must kee, 
rather clearly in mind the objective 
of the Wagner Labor Act. The pr. 
amble reads in part as follows: 


The inequality of bargaining power be. 
tween employees who do not possess {, 
freedom of association or actual liberty of 
contract, and employers who are organized 
in the corporate or other forms of owner. 
ship association substantially burdens and 
affects the flow of commerce, and tends: 
aggravate recurrent business depressions 
by depressing wage rates and the purcha:- 
ing power of wage earners in industry ané 
by preventing the stabilization of con- 
petitive wage rates and working condition: 
within and between industries. 

Experience has proved that protectio: 
by law of the right of employees to orgar- 
ize and bargain collectively safeguard: 
commerce from injury, impairment, or 
interruption, and promotes the flow of con- 
merce by removing certain recognized 
sources of industrial strife and unrest, bj 
encouraging practices fundamental to the 
friendly adjustment of industrial disputes 
arising out of differences as to wages, hours, 
or other working conditions, and by re 
storing equality of bargaining power be- 
tween employers and employees. 

It is hereby declared to be the policy 0! 
the United States to eliminate the causes 
of certain substantial obstructions to th 
free flow of commerce and to mitigate ant 
eliminate these obstructions when the 
have occurred by encouraging the practic 
and procedure of collective bargaining 22° 
by protecting the exercise by workers © 
full freedom of association, self-organiz 
tion, and designation of representatives © 
their own choosing, for the purpose 
negotiating the terms and conditions 
their employment or other mutual aid “ 
protection. 
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Two things of particular importance 
are: one, that the board views a struggle 
between an employer and an individ- 


.al worker as an unequal contest; and 
two, that it regards collective bargain- 
i the primary means by which 
equality can be attained between an 

ployer and his employees. These 
two concepts not only color the think- 
‘ng and actions of the board, but they 
form the basic philosophy of the Wag- 
ner Labor Act itself. If they are clearly 
appreciated, the cases that follow have 
creater significance than is otherwise 
true. The writer would like to empha- 
size that in quoting from certain deci- 
ions of the various national labor 
boards, he is not passing judgment on 
the merits of the disputes in ques- 
tion. He is only seeking to set up the 
standards by which the boards have 
letermined whether or not genuine 
collective bargaining exists in given 
situations. 

The first requisite for collective bar- 
gaining under the Wagner Act is that 
both employers and employees shall 
be free to choose their own representa- 
tives, free from interference, restraint, 

r coercion. The Wagner Labor Act 
specifically enjoins employers from 
interfering with employees, and while 
there is no specific prohibition applying 

workers, the decisions of the boards 
have been predicated upon the assump- 
tion that the restriction applies equally 

workers. If either side interferes 
with the other in the selection of repre- 
sentatives, genuine collective bargain- 
ing cannot follow. This means that 
representatives of management from 
the president down to the straw boss 
cannot talk to employees either as 

persuading them to elect certain 
representatives. They cannot issue 

tements or post notices which would 


have a similar effect, nor can they 
contribute financial support to any 
group of workers that are to choose 
representatives. Such measures, if in- 
stituted by management, are regarded 
by the board as discriminatory actions. 

The device most commonly invoked 
by the National Labor Relations Board 
to assure freedom of choice to workers 
is election by secret ballot under the 
supervision of the board. If an em- 
ployer initiates or conducts an election 
at which worker representatives are 
chosen, legal collective bargaining can- 
not follow. Conversely, employees may 
not dictate to the boss his choice of 
representatives. 

A second stipulation is that repre- 
sentatives on both sides must have 
been duly authorized to conduct nego- 
tiations. Designation of representation 
without accompanying authority is 
insufficient. 

A third element is the responsibility 
imposed upon employer and employees 
to present proper subjects for negotia- 
tion as a basis for conference. In one 
of its early decisions in the matter of 
National Lock Company and Federal 
Labor Union #18830, which was a 
situation wherein representatives of 
a newly formed union were unsuc- 
cessfully attempting to bargain with 
the management, the National Labor 
Board wrote: 

The collective bargaining envisaged by 
the statute involves a duality of obligation 
—an obligation on the part of employees to 
present grievances and demands to the em- 
ployer before striking and an obligation on 
the part of the employer to discuss differ- 
ences with the representatives of the em- 
ployees and to exert every reasonable effort 
to reach an agreement on all matters in 
dispute. 


A study of the decisions of the later 
boards shows that the point of view 
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shown above has been adhered to. 
Evidence of the acceptance of duality 
of obligation is an important considera- 
tion in determining whether what is 
taking place is or is not collective 
bargaining. 

Fourth, if in a case where negotia- 
tions have reached an impasse, the 
employer alters conditions of employ- 
ment without negotiating with rep- 
resentatives of his employees, he is 
violating his duty to bargain collec- 
tively. It may well be that the condi- 
tions so altered are an important part 
of the controversy. In the case of the 
Sands Manufacturing Company and 
the Mechanics Educational Society of 
America, the complaint charged that 
an agreement had been entered into 
by employer and union for a period of 
approximately eight months; that in 
the two months following a consider- 
able number of employees were laid 
off for “ta temporary and indefinite 
period”; and that during this period, 
which amounted to a shutdown, the 
employer entered into a new collective 
agreement covering the same work, 
but at altered rates of pay, with a 
second employees’ organization. In 
deciding this case, the National Labor 
Relations Board wrote: 


Furthermore, a new issue arose after 
the shutdown which completely overshad- 
owed the issue of building up the machine 
shop. The respondent wished to reduce the 
wage rates of its employees with guaran- 
teed steady work... . 

A meeting with the respondent was asked 
for by Potter in behalf of the committee on 
September 4th, but Garry Sands refused. 
Indeed, there was no obligation on the em- 
ployees to ask for a meeting. Since the 
plant was closed until further notice and 
the respondent changed its position on the 
wage rates, the duty devolved upon the 
respondent to advise the committee of 
the new offer. Instead, the respondent sur- 


reptitiously entered into negotiations tp 
replace the MESA men with a new set of 
men at lower wages, some of them belong. 
ing (in the opinion of its secretary-treas- 
urer) to a more conservative union. This 
conduct is not compatible with a sincere 
effort to bargain collectively with one’s 
employees. 


Fifth, manifestation of the will to 
agree bulks large in the eyes of the 
labor boards. Where either or both of 
the two parties have merely gone 
through motions of negotiation, genv- 
ine collective bargaining does not exist. 
In the matter of Hall Baking Company 
and Bakery Drivers Union Local #264, 
the company had not refused to bargain 
collectively. In fact, many conferences 
were held. The stumbling block was 
the insistence of the union upon a 
contract, naming it a party thereto, 
and the refusal of the company to make 
such an agreement. The National La- 
bor Board’s decision contained these 
two important sentences: 


The objective sought by the law is the 
making of collective agreements. The ob- 
ligation of the statute is satisfied if both 
parties approach the negotiations with a 
sincere intention to agree and if every 
reasonable effort is made to reach an 
agreement. 


In more recent cases emphasis has been 
placed on the making of “reasonable 
efforts.’ In disputes coming before it, 
the board is the judge of what consti- 
tutes reasonable efforts. Apparently, i 
convinced that the will to agree has 
been present, the board accepts that 
willingness as an evidence of collective 
bargaining. 

Sixth, the boards have gone one step 
farther and ruled that mere willingness 
is not sufficient. There must be evr 
dence of the exertion of reasonable 
effort to conclude a definite agreement. 






























In the matter of Connecticut Coke 
Company and Gas Workers Union 
418829, the authority of the union was 
questioned. Although the man- 
agement conferred with union officials 
friendly relations were main- 
ained, it was unwilling to negotiate 
agreement with the organization 
as such. Neither did it make counter 
oroposals. In handing down its decision 
the National Labor Board said: 


aii 


True collective bargaining involves more 
than the holding of conferences and the 
exchange of pleasantries. It is not limited 
to the settlement of specific grievances. 
Wages, hours, and conditions of employ- 

ent may properly be the subject of nego- 

tion and collective bargaining. While 
law does not compel the parties to 
reach agreement, it does contemplate that 
both parties will approach the negotiations 
with an open mind and will make a reason- 
ble effort to reach a common ground of 
agreement. The definite announcement by 
the company that it will not make an oral 
ra written agreement deprives collective 
bargaining of any content or objective. 


This quotation is significant to the 
business man for two reasons. It shows 
nat mere shadow boxing is not enough, 
but it also shows that while a definite 
agreement is much to be desired, there 
an be true collective bargaining with- 
out such an agreement necessarily 
being reached. 

_ The dispute between the St. Joseph 
Stock Yards Company and Local 
159, Amalgamated Meat Cutters and 
Butcher Workmen of North America, 
was a situation in which the union and 
‘ne Management carried on negotia- 
tions over a long period of time result- 
ng in final refusal of the company to 
enter into an agreement with the union. 
Ne present board found that the com- 

ny had engaged in unfair labor prac- 
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tice because of its final refusal to 
bargain collectively. 

Respecting the obligations of the 
employer, the decision says in part: 


Nor is he obligated to agree to any of 
their demands solely for the sake of reach- 
ing some agreement when genuine accord is 
impossible although both sides are acting 
in good faith. But the line between these 
privileged areas and the duty imposed by 
the Act is distinct; the employer must 
negotiate in good faith in an endeavor to 
reach an understanding, and that under- 
standing if eventually achieved must be 
incorporated into an agreement if the rep- 
resentatives of the employees so request. 
Even that duty does not require that the 
employer enter into an unalterable obliga- 
tion for an extended period of time, since 
many collective agreements contain a 
clause permitting termination or modifica- 
tion by either party upon prescribed notice. 
The duration of the agreement, like any of 
its substantive terms, is a matter for nego- 
tiation between the parties. 


There is no denying the fact, how- 
ever, that the boards regard oral agree- 
ments with suspicion and under such 
circumstances look sharply to see if 
real collective bargaining has taken 
place. A definite agreement is the 
normal outcome of true collective 
bargaining. 

Seventh, although there is no stipula- 
tion in the Wagner Labor Act that 
collective agreements shall be for defi- 
nite periods of time, there is no doubt 
that the board looks askance upon an 
agreement that is so indefinite as to 
have no fixed period or provision for 
conclusion or extension. The inclusion 
of a definite period of time for which a 
collective agreement is to run is re- 
garded as evidence of the willingness 
of the employer to bargain collectively. 
In the matter of Atlantic Refining 
Company and Local Nos. 310 and 318, 
International Association of Oil Field, 
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Gas Well, and Refinery Workers of 
America, in which the union was forc- 
ing the issue of collective bargaining, 
the board stated: 


Collective bargaining means more than 
the discussion of individual problems 
and grievances with employees or groups 
of employees. It means that the employer is 
obligated to negotiate in good faith with 
his employees as a group, through their 
representatives, on matters of wages, hours 
and basic working conditions and to en- 
deavor to reach an agreement for a fixed 
period of time. The respondent’s concep- 
tion of its duty is merely to consider any 
grievances its individual employees may 
care to present, discuss them and then act 
upon them as it may deem fit... . It is 
evident that the grievances that the re- 
spondent discussed and was willing to dis- 
cuss were the individual problems of its 
employees and matters of ordinary detail, 
and did not pertain to the employees as a 
group. The recognized subjects of collec- 
tive bargaining are wages, hours and basic 
working conditions; therefore, the duty of 
an employer to bargain collectively is not 
at all exhausted when he considers indi- 
vidual grievances. 


Eighth, another matter of impor- 
tance in the eyes of the boards has 
been the past practice of employer and 
employee. If, for example, both sides 
have followed a routine procedure of 
collective action for a period of years 
that has resulted in agreements, and 
then change their procedure and fail 
to agree, the boards may accept the 
change as evidence that one side or 
the other is not trying to bargain in 
good faith. In the case of M. H. Birge 
& Sons Company and United Wall 
Paper Crafts of North America, the 
employer and complainant union had 
been negotiating satisfactorily over a 
period of years. In the dispute brought 
before the board, the Birge company 
had not followed customary procedure, 





but had brought in workers to fill the 
positions of the strikers. This was jp 
contrast to the policy followed by the 
other employers affected by the strike. 
who shut down their plants. The board 
wrote: 


The history of the relationships be- 
tween the particular employer and its em- 
ployees, the practice of the industry, 
the circumstances of the immediate issue 
between the employer and its employees 
are all relevant factors that must be given 
weight. 


Ninth, if as a result of failure to 
agree, a strike has been called, and the 
employer hires men to take the strikers’ 
places, has he fully exhausted his re- 
sponsibilities so far as collective bar- 
gaining is concerned? The boards say 
no. Indeed, the existence of a strike or 
lockout may make collective bargain- 
ing more important than ever. Con- 
sequently, the so-called measuring 
devices used to test the existence of 
collective bargaining are operative even 
after a strike has been called. 

While the board does not condone 
violence on the part of striking workers, 
there is no question as to the right of 
employees to strike, for Section 13 of 
the law reads: 


Nothing in this Act shall be construed so 
as to interfere with or impede or diminish in 
any way the right to strike. 


In the case of Columbian Enameling & 
Stamping Company and Enameling 
& Stamping Mill Employees Union, 
No. 19694, where the union struck to 
force the management to bargain col- 
lectively with the union, the boaré 
wrote in part: 


The Act requires the employer to bargain 
collectively with its employees. Employees 


do not cease to be such because they have 
struck. Collective bargaining is an instru- 
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ment of industrial peace. The need for its 
use is as imperative during a strike as be- 
fore a strike. By means of it, a settlement 
{ the strike may be secured. 


Again, in the case of M. H. Birge & 


Sons Company, the decision contains 
the following statement: 


We are not unmindful of the fact that 
nployees who strike must be prepared in 
many cases to suffer the economic conse- 
quences of their action and that the em- 
sloyer is not required by the Act to refrain 
from protecting his economic interests. But 


relations, Congress in the National Labor 
Relations Act has placed restrictions upon 
the employer’s conduct in an endeavor to 
achieve an equality in bargaining power. 
As pointed out above, in the light of the 
prior relationships between the union man- 
ufacturers, of which the respondent was 
ne, and the Union, we feel that in view of 
those restrictions the respondent’s conduct 
was contrary to the standards established 


by Congress. 


In the above instance, however, the 
decision of the board was not unani- 
mous. Chairman Madden, in dissent- 
ing, said in part: 


[he statute which we administer forbids 
certain unfair tactics of employers which 
vhen practiced have made the economic 
contest between them and their workmen 
an unequal contest productive of the re- 
sentment which always accompanies a de- 
‘eat accomplished by unfair means. It 
turther requires that the employer bargain 
collectively with his workmen. But, having 
reated this nearer approximation to equal- 

bargaining power, it leaves the 

to depend upon their economic 

wer. It does not require that either side 

© kind, or even considerate and mindful 

‘ iormer happier relations. Good morals 

st teach such conduct, but the law has 
indertaken to enforce it. . . . 

hink the decision amounts to a hold- 

tan employer whose employees have 


struck, not as a result of any unfair labor 
practice on the part of the employer, is 
legally obliged to close his plant for an 
indefinite time while he negotiates with the 
strikers for their return to work. I see no 
such provision in the statute. If it is suc- 
cessfully read into the statute it will have 
the effect of inducing unions to call strikes 
without first taking careful stock as to 
whether their economic power is sufficient 
to bring the employer to their terms. Labor 
unions will gain no permanent advantage 
from such a doctrine. Employers and the 
public will properly insist that such a rule 
is unfair unless it is accompanied by com- 
pulsory arbitration. 


To summarize the position of the 
Federal labor boards as to what consti- 
tutes collective bargaining, one might 
say that both sides have the right to 
select their own representatives free 
from interference from the other. Both 
sides must be duly authorized to act. 
There must be manifestation of the 
will to agree. Deeds, not words, appear 
to be the controlling factor in regard 
to such manifestation. Every reason- 
able effort to conclude an agreement, 
preferably written, and for a definite 
period of time, must be made by each 
side. Lastly, efforts at collective agree- 
ment are not to cease simply because 
the workers strike or an employer locks 
them out. In none of the decisions, 
however, have the boards ruled that 
mutual agreement is mandatory. Nor 
in any of their decisions have they 
denied individual employees the right 
to petition their employers for redress 
of grievances. 

In the actual give and take of trying 
to effect an understanding in any given 
labor controversy, it is not necessary 
for representatives of the board to 
apply the above nine factors by rote. 
Often one well-directed question at 
the psychological moment is sufficient. 
For example, a query frequently used 
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when questioning the employer is, 
“You state that working conditions 
in the plant are satisfactory from the 
management point of view. Would you 
be willing to negotiate with your em- 
ployees, through their chosen represen- 
tatives, for continuance of conditions 
as they now exist?” If the employer 
answers affirmatively, the reply is re- 
garded as evidence of willingness to 
bargain collectively. If his answer is 
negative, the presumption is that he 
does not propose to bargain collec- 
tively. It is the genuineness of the 
collective bargaining concept that is the 
important consideration. 


Continuing Legal Uncertainties 


A knowledge of the steps essential 
in collective bargaining under the Wag- 
ner Labor Act is of great importance 
but there are other considerations 
equally pertinent. The epoch-making 
decisions themselves did not solve the 
problem of collective action, and there 
are employers in high places who are 
unwilling to accept the decisions at 
their apparent face value. Firm in their 
conviction that the entire field of gov- 
ernment regulation of collective action 
has not been fully explored by the five 
decisions thus far handed down, these 
employers are raising new legal ques- 
tions. For the most part these matters 
relate to the more technical phases of 
the act, but there is always the possi- 
bility that in interpreting such issues 
the Court may seriously circumscribe 
some current assumptions respecting 
the rights of the workers, if, indeed, 
the high tribunal does not reverse 
itself. The corporation lawyers, who 
were in almost 100% agreement that 
the act was invalid, have not given up 
the fight. 

There are two aspects of the situa- 
tion faced by the lawyers concerned, 


however, that need to be kept clearly 
in mind. One is the entire propriety 
of making a sincere attempt to ascer. 
tain the legal powers and limitations 
of the National Labor Relations Board 
as it functions under the Wagner Labo; 
Act. Indeed, the act itself should be 
subjected to close scrutiny by the ablest 
legal talent of the country with the 
object in mind of finding out just what 
the law actually means. No unpreju- 
diced person can question such pro- 
cedure. It is to the genuine interest of 
employer, worker, and general public 
that such an investigation be made. 
The other aspect of the situation is the 
use of legal devices for the purpose of 
preventing the operation of the law 
and of embarrassing the National La- 
bor Relations Board. There is plenty 
of evidence to show that such tactics 
are being employed. The writer ques- 
tions the wisdom of such strategy. The 
short-run gains that may be secured 
are more than offset by the long-run 
losses resulting from increased bit- 
terness of labor groups, inevitable re- 
sentment on the part of government 
officials, and a confusion in the public 
mind which makes possible ever in- 
creasingly stringent legislation. It is 
worthy of note that most of the rail- 
roads which formerly employed such 
tactics are now veering in the direc- 
tion of having their labor specialists 
rather than their attorneys sit at the 
conference table. This change is not 
accidental. It is based on years of ex- 
perience in the realm of collective 
bargaining. 

The legal implications of the Wag- 
ner Labor Act are by no means con- 
fined to seeking greater refinements © 
interpretation or devices for halting 
the operation of the law. The situation 
at present contains potentialities © 
vast significance, as witness the recent 
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zal tangle in Maine where the judge 
f a state court found workers guilty 

{ yjolating a Federal statute (Wagner 
Labor Act) while in the same dispute 
the National Labor Relations Board 
allezes that it was the employer who 
had violated the provisions of the act 
in question. It is not inconceivable that 
a second momentous Dred Scott deci- 

n is in the making. Nor is the legal 
situation being made any clearer by 
the fact that both employers and em- 
ployees have turned their attention to 
state legislatures, the latter seeking 
enactment of ‘‘ baby Wagner acts” and 
the former pressing for legislation pro- 
viding for state incorporation of unions 
and state statutes prohibiting one 
employee from coercing another in 
choosing representatives for the pur- 
pose of collective bargaining. 

It is probably a fair statement to 
say that a majority of the employers 
feel that the present act is unfair to 
them, and that they will use all means 
at their disposal to effect modification. 
The fact that the Administration in 
Washington has let it be known that it 
favors postponing amendments until 
the next session of Congress is only a 
temporary setback. 

Even where the principle of collec- 
tive bargaining has been tentatively 
accepted, the actual realization of bar- 
gaining is going to be everything but 
smooth sailing, for beneath the surface 
there are undercurrents of great mo- 
ment. T'ake the corporations, for in- 
stance, which have been more or less 
successfully operating ‘‘representation 
lans.” Naturally every effort will 
e made to preserve these organiza- 
tions. Add to this source of strife the 
increasing collisions between the A.F. 
of L., the C.1.0., and the so-called 
company unions, each one fighting the 
other two, and we have a situation that 
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becomes pregnant with unfortunate 
possibilities even for employers who 
are sincerely attempting to bargain 
collectively. While there is growing 
evidence at the present time that the 
united pressure of employers, govern- 
ment, and communistic influences may 
eventually force closer cooperation be- 
tween the C.I.O. and the A.F. of L., 
there is no reason to believe that such a 
change will take place in the immediate 
future. Rather one can foresee juris- 
dictional troubles of increasing 
proportions throughout the summer 
months. 


Collective Bargaining and Labor Man- 
agement 


Numerous as are the drawbacks to 
orderly procedure in collective bargain- 
ing at the present time, there is one 
in particular that stands out with omi- 
nous clarity. It is the obvious fact that 
neither employer nor employee is 
trained in the technique of collective 
action. Reduced to simplest terms, 
there are only two approaches to the 
problem of dealing with workers— 
either as individual members of an 
unorganized group or by some form 
of joint action. When individual bar- 
gaining exists, each member of the ad- 
ministrative force from the president 
down to the foreman can deal with the 
workers on a comparatively simple 
basis. Under such conditions, it is only 
when the unit of administration be- 
comes so large and specialized that 
supervisors begin to work at cross pur- 
poses that trouble arises. As a result of 
growth, the job of hiring employees, for 
example, may become centered in the 
hands of an employment manager. This 
immediately gives rise to a number of 
new relationships between the employ- 
ment manager and the supervisors who 
formerly performed that function. If 
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to the task of hiring is added the work 
of firing, these relationships may be- 
come complicated. Even at the worst, 
however, the difficulties are merely 
organizational when dealings with the 
employees are carried on with one 
worker at a time. 

When collective agreements are en- 
tered into, the administrative problems 
at once become more complex. This is 
true not alone because combination 
gives the workers added economic 
strength, but also because workers in 
an organized group do not react to sit- 
uations in the same manner that they 
would if they were members of an un- 
organized group. Their behavior is 
different. This means that in practical 
administration, overseers and officials 
who, heretofore, have been dealing 
with individuals, are often confused 
and bewildered when they try to ana- 
lyze the thinking of these same workers 
after they have become organized into 
a more or less coherent group. How 
many times these days can one hear an 
employer exclaim, “‘I used to know 
my employees, but today I have no 
idea what they are thinking about!’ 
Actually, what he means is that he used 
to know them as individual members of 
an unorganized group, but that he has 
never become acquainted with them as 
members of an organized group. If one 
studies an industrial situation such as 
we have at present, where organized 
groups are newly formed, in which 
emotional waves follow each other 
in quick succession, and power com- 
plexes are built up almost over- 
night, one sees that the task of 
collective administration is very intri- 
cate. Indeed, the situation may easily 
become critical if, as appears to be the 
case at present, many of the emotional 
waves and power complexes in the 
newly organized groups are coming 


from the bottom up rather than work. 
ing from the top down to the lowest 
workers. Under such conditions, te. 
sponsibility, discipline, and normal 
reactions are very difficult of attaip. 
ment, even for the labor leaders them- 
selves. Yet it is to the interest of all 
parties—the employer, the worker, and 
the public—that collective bargain. 
ing be given a fair test under norma! 
conditions. 

A few examples taken from actual 
current situations will make clear the 
difficulties of administration when in- 
dividual bargaining ends and collective 
agreement begins under current condi- 
tions. A well-known company had 
always prohibited smoking in the fac- 
tory. The morning after an agreement 
was signed, when nerves were still 
frayed on both sides, a worker walked 
up in front of a foreman, pulled out a 
cigarette, and deliberately struck a 
match on a “No Smoking” sign. If the 
foreman had reacted as he would for- 
merly have done when he had been deal- 
ing individually with these workers, he 
might have precipitated a riot. 

Another company which dealt in- 
dividually with its workers has for 
years purposefully pursued the policy 
of creating a floating labor supply. 
When, however, it began to deal collec- 
tively, it soon questioned the soundness 
of its labor supply policy. The constant 
infiltration of new workers into the 
labor group so modified group behavior 
that management had the greatest 
difficulty in working out what it be- 
lieved to be orderly procedure for day- 
to-day conduct of labor relations. 

In another company, where workers 
had a loosely knit organization, the 
personnel manager had settled issues 
tentatively, subject to final approval 
by the president, who could, and fre- 
quently did, later reverse the decisions 
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‘his subordinate. A new union with a 
definite power complex came into the 
ascendency and a demand was made 

- a certain change in working condi- 

The personnel manager told the 
up representatives that he would 
crant the demand subject to final deci- 
sion by the president. The representa- 
tives insisted upon a definite answer 
hat would hold. The personnel man- 
ager could not give it. The representa- 
tives left. Five minutes later, the 
ersonnel manager’s telephone was 
ringing frantically and the factory su- 
perintendent was shouting, “‘Get the 
old man and come quick. Hell’s broken 
loose!’ A hurried visit to the factory 
showed 600 men standing quietly by 
their machines, refusing to work until 
they had a yes or no answer. 

Many illustrations of this kind could 
be cited, but enough have been given to 
demonstrate that the technique of ad- 
ministration is different when one is 
dealing with workers in organized 
groups. Lhe failure to recognize the 
~— in procedure accounts for 


at the moment in instances where the 
principle of collective bargaining has 
been freely accepted by both sides. 
Collective bargaining does not mean 
that the problems of management are 
taken away from those who conduct 
the business and placed in the hands of 
the labor group, but it does assume 
that control over jobs and working 
conditions is henceforth to be shared 
oy employer and employee. This new 
approach makes necessary new man- 
agement techniques in the conduct of 
labor relations. 
When labor policies originate with 
se at the head of national and inter- 
national unions, and from them are 


worked down to the rank and file of the 


membership, there is at least the pre- 
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sumption that a carefully worked out 
program has been planned in advance 
of the dissemination of the information, 
but where the pressure comes from the 
bottom up, that is from the member- 
ship up to the national or international 
officers, there is very seldom advance 
planning or clear-cut statement of 
policies. Generally, one finds only par- 
tially formed ideas embedded in emo- 
tion as explosive as TNT itself. 

Furthermore, the new technique can- 
not be a shin plaster stuck on the out- 
side of factory operations, but must be 
an integral part of the entire manage- 
ment program, within both the office 
and the factory. 

Growth of a collective concept is 
generally a long, painful process for 
both sides. In England, for example, 
where it has reached mature develop- 
ment, the process has been evolving 
for a hundred years. In our own coun- 
try, probably the best illustration is 
found on our railroads. Here it has 
been going on for 50 years, until, to- 
day, both the railroad executives and 
brotherhood presidents have a good 
understanding of the problems involved 
in collective action, but it is important 
to note that effective collective action 
on the railroads was preceded by years 
of turmoil such as we are witnessing in 
manufacturing industries today. Each 
side had bitter lessons to learn before 
collective bargaining became orderly. 
If one were inclined to philosophize on 
our present situation, the conclusion 
might be reached that Congress, in its 
zeal to reach the collective goal in 
manufacturing, used the railroads as a 
pattern from which to construct the 
present legislation without stopping to 
think that 50 years’ experience cannot 
be easily taken in a single hurdle or 
brought into existence by legislative 


fiat. 
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In judging the position of the labor 
board, it is necessary to keep in mind 
the fact that the Railway Labor Act 
does place definite responsibilities on 
beth employer and employee, and that 
the Wagner Labor Act places definite 
responsibilities on the employer only. 
The Supreme Court has upheld both 
acts as drawn and has not presumed 
to indicate what Congress should or 
should not put in the laws. 


Conclusion 

Collective bargaining is here to stay 
in many industries, and both employers 
and labor would be better off if they 
would plan more definitely in advance 
how they will operate under joint agree- 
ments. This is not a particularly easy 
thing to do, especially in those organ- 
izations where increased size has re- 
sulted in the development of so-called 
absentee management, and it must not 
be forgotten that absentee management 
is fully as dangerous for a labor union 
as for business executives. Neither the 
business man nor the International 
president can evade situations by shift- 
ing responsibility to local managers and 
labor leaders. The latter must act in 
harmony with those higher up, but 
those at the top may be so far removed 
from the circumstances surrounding 
particular situations as to make the 
giving of wise advice and the rendering 
of sound decisions impossible. In a 
word, there are limits to the expansion 
and standardization of management 
beyond which neither the employer nor 
the labor leader can safely go. This 
becomes of vital importance in the case 
of labor at the present time, with much 
of the pressure coming from the bottom 
up to the leaders, from groups seeking 
power but unseasoned in responsibility. 
The problem of so forming the internal 
organization of a newly created union 
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as to make it responsive to sensible 
collective action is very difficult. With- 
out expressing an opinion on the right 
or wrong of the C.I.O. and the A.F., of 
L. schism, which is a matter having 
many ramifications, every true friend 
of labor cannot but regret that those 
labor leaders and men who have had 
years of experience in collective action 
cannot make their services more effec. 
tive at this time in those areas where 
their trained judgments are so badly 
needed. Present times call for coo 
heads and the utilization of all the past 
experience in collective bargaining that 
it is possible to assemble. Let us repeat 
that in many instances today the pres- 
sure is coming from the workers up tc 
the leaders, and a group behaviorism 
may easily be created that renders 
orderly collective bargaining very difi- 
cult even though those at the top have 
the best of intentions. 

On the other hand, employers cannot 
solve their problems by damning the 
government, by recourse to gas bombs, 
or by refusal to bargain collectively. 
Laws may come and laws may go, but 
the fact is that we have reached a stage 
of industrial development where collec- 
tive action in many industries is in- 
evitable. The better part of wisdom 
for both employer and labor leader 
would be to try to understand ané 
prepare for the responsibilities that 
are imposed on each by such an under- 
taking, so that the tired citizen can 
go home and get a good night’s sleep 

The immediate future of collective 
bargaining may well prove stormy. As 
previously stated, the majority of em- 
ployers have felt that the Wagner 
Labor Act was unfair to them. The} 
will make strong attempts to modily 
it. Labor will probably resist with all 
its strength. During this time, tempe’s 
may be easily stirred to new heights, 
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unless cool heads prevail, there 
not be a fair opportunity to ex- 
eriment with the labor act as it now 


xists. If this happens, it is not unlikely 


at there will be a general insistence 


that Congress enact restrictive legisla- 


n which might do serious injury to 
management and labor. An im- 


patient public is not a discerning one. 
The best insurance against such a 
contingency is that each side know 


what is involved in carrying out the 
present legislation as it has thus far 
been interpreted by the Supreme Court, 
and that the spirit as well as the letter 
of the law be observed by both em- 
ployers and labor leaders. Under such 
circumstances it may be possible for 
both groups to discover by experience 
pertinent modifications of the law which 
will be mutually satisfactory. 
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LABOR’S DRIVE TO POWER, 1933-1937 
BY D. D. LESCOHIER 


HE wave of labor disputes and 

activity of labor unions since 

1933 have aroused nation-wide 
speculationconcerningtheirsignificance. 
Many people, lacking definite informa- 
tion about previous periods of labor 
disputes and labor progress, errone- 
ously believe the present unrest to be of 
unprecedented dimensions. In neither 
number of workers involved, emotional 
intensity, violence, nor duration, are 
the strikes of the present period as 
serious, in proportion to the size of the 
nation’s industrial population, as those 
during 1885-1886, 1901-1905, or 1916- 
1922. The number of strikers in 1919 
was more than double those of any 
year since 1933. Each year from 1916 
to 1921 had more strikes than any year 
since that time. This does not mean 
that the wave of strikes since 1933 is 
of minor importance. On the contrary, 
each year since 1933 has had more 
people on strike than any year from 
1923 to 1932. But the period from 1923 
to 1932 was one of unprecedented in- 
dustrial peace. There were as many 
strikers during the depression years of 
the nineties as during the prosperous 
years which followed 1923.! 

The organization campaigns of 1885-— 
1886, 1901-1905, and 1916-1920, pro- 
duced remarkable results. The Knights 
of Labor membership jumped from 
61,000 in 1884 to over 700,000 in 


1The strike statistics of the United States, 1881- 
1935, are summarized in Florence Peterson, ‘“‘ Methods 
Used in Strike Statistics,” Journal of the American 
Statistical Association, March, 1937, p. 96. The 1936 
figures may be found in the Monthly Labor Review, 
May, 1937. 

2Cf. Leo Wolman, The Growth of American Trade 
Unions, 1880-1923. New York: National Bureau of 


1886, while the trade unions of the 
period experienced substantial, in some 
cases remarkable, growth.? Between 
1898 and 1904 the increase was about 
400%. Between 1916 and 1920 it was 
nearly 100%, and union member- 
ship reached a peak of 5,047,800 in 
1920. Whether either the maximum 
temporary achievements or permanent 
results of the present advance will 
equal those of the earlier periods men- 
tioned remains to be seen. 

Nevertheless, the present upheaval 
is of great significance. Organization 
work is proceeding over a wide indus- 
trial area; strikes are occurring in an 
unusual range of industries. The unions 
are having a large measure of success 
both in increasing union membership 
and in winning union recognition and 
higher wages. A new situation in 
American employer-employee relations 
seems to be developing. Certain aspects 
of it are unique. In the past, as Pro- 
fessor Perlman has pointed out, the 
conquest of the right to exist has been 
the paramount problem of the Ameri- 
can labor movement. 

English employers had with few excep- 
tions accepted unionism before the end of 
the Nineteenth Century; they continued, 
of course, to oppose the unions on specific 
demands. But to American employers 
unionism has always remained the invader 
and usurper to be expelled at the first 
opportunity.’ 


Economic Research, 1924; The Ebb and Flow in Traae 
Unionism. New York: National Bureau of Economic 
Research, 1936. All statistics of trade union member 
ship used in this article are taken from these source 

Selig Perlman and Philip Taft, History of La! ri 
the United States, 1896-1932. New York: The Mac- 


millan Company, 1935, p. 621. 
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Labor's ‘Drive to Power, 1933-1937 


[he passage of the National Indus- 
-rial Recovery Act in June, 1933, with 
much discussed Section 7a, gave to 
-canized labor the most complete 
onition of the right to collective 
ining conferred by a_ general 
deral law down to that year. The de- 
of the United States Supreme 
hat the act was unconstitu- 
hreatened for a time to check 
the spread of collective bargaining, but 
passage of the National Labor 
Relations Act (popularly known as the 
Wagner Act) in July, 1935, and sus- 
tained by the Supreme Court on April 
12, 1937,° gave labor an even more 
unqualified declaration that workers 
employed by concerns engaged in 
interstate business have the right to 
rganize unions and bargain collec- 
ively with employers and that the 
employers must recognize such unions.° 
t is this legislation which has created 
the unique aspects of the current labor 
situation and changed the industrial 
relations outlook for the years that lie 
thead. Four of the state legislatures 
have already passed laws patterned on 
the Federal statute to cover intrastate 
lustries (Wisconsin, Pennsylvania, 
‘tah, and New York), and American 
bor is nearer today than ever before 
complete legal recognition of its 
t to collective bargaining, reén- 
1 by presumably effective legal 
mpulsion of employers to respect 

t right. 
This does not mean that labor’s vic- 
y is assured or its troubles over. A 
ultitude of employers are unwilling 
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‘4. L. A. Schechter Poultry Corp. et al. v. United States, 
May 27, 1935. 
\ational Labor Relations Board v. Friedman-Harry 
M Clothing Co. (Inc.) and four other cases de- 
ultaneously, April 12, 1937. 
ler interested in the workings of the National 
Relations Act will find the following report of 
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to comply with the Wagner Act. Many 
have already begun to figure out (with 
the help of their attorneys) ways to 
evade, circumvent, or ignore it. The 
employers will succeed, probably, in 
blocking supporting legislation in many 
of the states, and will undoubtedly 
work for the repeal or modification of 
the Wagner Act in a subsequent session 
of Congress. The practical application 
of the Wagner Act to the diverse struc- 
ture and situations of American indus- 
try bristles with difficulties.’ The 
National Labor Relations Board finds 
itself in quandaries already concerning 
what group of workers should be recog- 
nized as the representatives of em- 
ployees. It is not always easy to draw 
the line between what is and what is 
not “collective bargaining’ in the 
meaning of the law. In Wisconsin, 
under the state labor relations act, the 
question has come up whether the unit 
of bargaining shall be held to be the 
individual restaurant, a city associa- 
tion of restauranteurs, or the state 
association. 

The Wagner Act has come at a time 
when certain other disadvantages with 
which the American labor movement 
has been burdened are somewhat less 
onerous. While the institution of pri- 
vate property is not impaired, recent 
years have witnessed a distinct modifi- 
cation of the American concept of the 
rights of property. The social obliga- 
tions of property have been emphasized 
increasingly while the privileges of 
property ownership have been narrowed. 

The heterogeneity of the American 
labor supply has diminished. A large 
the National Labor Relations Board of interest: 
Government Protection of Labor’s Right to Organize, 
National Labor Relations Board Bulletin No. 1 
August, 1936. 


7 See the preceding article by E. C. Robbins on “Col- 
lective Bargaining under the Wagner Labor Act,” 


P- 393- 
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part of the immigrants of the pre-war 
period have died or have become old 
and no longer active in industry. Their 
children, mostly native born, are not 
as distinct from the balance of the 
American population as their fathers 
were. Thirty years ago the laborers in 
our major industries were predomi- 
nantly immigrants; today they are pre- 
dominantly American born, speak the 
English language, and have American 


ideas. 
Some Interesting Problems 


Some have wondered whether the 
labor insurgency since 1933 might be 
an expression of a Zeitgeist that had 
developed out of the depression of 
1929-1934 and the New Deal theories 
and policies. Did economic upheaval 
set free, to work on a new scale and in 
new ways, ideas of social reform that 
had been fermenting but could not ob- 
tain practical expression previously? 
Is the current labor unrest a part of, 
associated with, perhaps in part in- 
spired by, a consciousness of impending 
social change in the direction of 
greater opportunities and securities for 
the masses of the people? It is possible, 
but no such explanation is necessary to 
account for labor’s activities since 1933. 
Recovery from a major depression has 
typically been accompanied by labor 
troubles and by drives to extend col- 
lective bargaining. ‘The amazing thing 
about 1933-1937 is not the number of 
strikes and amount of organization 
work of the period, but the moderate 
numbers of workers involved in strikes 
and the minimum of violence and class 
bitterness. Thus far, even allowing for 
the “sit-down” tactics and the strug- 
gle between craft and industrial union- 
ism, it has been but a moderate period 
of labor controversies. 


Has the W agner Act made company 
unions illegal? It has not, but it has 
set up a definition of unfair labor prac. 
tices on the part of employers which 
will make illegal the type of company 
unions characteristic in the past of the 
majority of concerns having such or- 
ganizations. The act specifies that the 
workers must be represented by organ- 
izations of their own choice, forbids 
as an unfair labor practice the heilicles 
of labor organizations by employers, 
the domination or interference by em- 
ployers in the formation, management, 
and activities of labor organizations, 
refusal to bargain with such employees’ 
organizations, and, in regard to hiring 
or tenure of employment, discrimina- 
tion against employees for belonging t 
helping to organize, and carrying on 
activities of unions, or for appearing 
as complainants or witnesses in cases 
under the National Labor Relations 
Act. In those cases in which a majority 
of the employees of any company 
choose a company union to be their 
agency for collective bargaining the 
National Labor Relations Board must 
recognize such company union as the 
representative of the employees, pro- 
vided the provisions relative to unfair 
labor practices are observed. Ther 
have been some cases already in which 
the employees have chosen a company 
union as their bargaining agency. 

Has the National Labor Relations 
Act created a situation in which mass 
production industries like the Ford 
Motor Company, which has declared 
that it would never recognize or deal 
with unions, can be forced by combined 
union and government pressure to ac- 
cept collective bargaining? This is one 
of the most important industrial rele- 
tions issues before the country. It 's 
uncertain how far the government wi 
go in forcing such an employer to a 
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cept collective bargaining if a majority 
of the employees of the company want 
‘t. It is likewise uncertain how far an 
employer can go legally in peaceful 
persuasion of his employees to forestall 
unionization. 

It is possible that the Wagner Act 
may have created a situation in which 
the railroad, building trade, and mining 
unions—constituting the bulk of Amer- 
ican unionism—will at last be reén- 
forced by widespread unionization of 
the manufacturing industries. Strong 
unions existed formerly in steel and 
meat packing, but were driven out by 
the employers. In the metal trades, 
boots and shoes, chemicals, clay and 
, and foods, the employers cut 
deeply into the unions during the early 
twenties. In men’s clothing and the 
printing trades the unions held their 
ground better. Under the Wagner Act 
the unions have already recovered a 
foothold in steel, textile manufactures, 
the maritime industry, and others, and 
expanded into such new territory as the 
automobile industry. Will the frag- 
ment of manufacturing unions which 
existed in 1933 now find at their sides 
a new and powerful phalanx of unions 
in manufactures and trade including, 
for the first time since the giant 

rporations were developed, “recog- 
nized” unions in the mass production 
industries £ 

The question whether or not the cur- 
rent controversy between the Ameri- 
can Federation of Labor with its craft 
unionism and the Committee for In- 
dustrial Organization is going to split 
American labor into two separate 
armies, and if labor is reunited under 
which banner it will be, is attracting 
more attention, perhaps, than any 
other aspect of the current labor situa- 
tion. Some publicists are suggesting 
that just as the young American Fed- 
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eration of Labor wrecked the Knights of 
Labor in the eighties, so the young and 
vigorous industrial unionism headed 
by the Committee for Industrial Or- 
ganization will overwhelm craft union- 
ism today. But the two situations differ 
in important particulars, as we shall 
show more fully later. The Knights of 
Labor was a mushroom organization 
without a bony structure and without 
a trained, experienced leadership. The 
A.F. of L. and its constituent national 
unions are tough. They are composed 
of local and national units that have 
grown wiry, enduring, stable, through 
nearly half a century of warfare. They 
have the shrewdness and resourceful- 
ness of experience. They have trained 
officers and organizers, an experienced 
membership, and tried tactics. They 
will not easily be overwhelmed by 
anybody. 

Finally, there is the question whether 
the help labor has obtained from the 
government, and the apparently rich 
fruits of its open support of the Roose- 
velt Administration, will cause organ- 
ized labor in the United States to 
abandon its Gomperian policy of keep- 
ing out of partisan politics. The labor 
movement gave open support to Robert 
M. La Follette in 1924 and Franklin 
D. Roosevelt in 1936. Obviously, labor 
is no longer afraid to adopt a partisan 
policy when it is temporarily advan- 
tageous to them. But, while the tie-up 
between labor and the present Federal 
administration is closer than with any 
previous one, labor is not fastened to 
the Democratic chariot. It is a friend- 
ship, not a marriage. 


A Glance at History 


The American labor movement be- 
tween 1879 and 1886 passed through 
a period strikingly similar to the pres- 
ent. The long depression of 1873-1878 
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was followed (1879-1882) by efforts of 
trade union craftsmen to raise their 
wages. It was an essentially oppor- 
tunistic movement, without emphasis 
on class consciousness and without 
revolutionary tendencies; the kind of 
movement typical later of the Ameri- 
can Federation of Labor. New locals 
were established rapidly in the organ- 
ized trades, numerous city trades’ 
councils sprang up, and new national 
unions appeared. But the unskilled 
and semi-skilled were left almost com- 
pletely outside of the movement. 

The depression of 1884-1885, how- 
ever, changed the situation radically. 
Angered by sharp wage reductions and 
irritated by the most rapid inflow of 
immigrant competitors of any decade 
in the nineteenth century, the masses 
of unskilled and semi-skilled workers 
were in a rebellious mood. The Knights 
of Labor, organized in 1869, and of little 
practical importance down to 1885, 
were forced by the rank and file of the 
organization to abandon their pacific 
policies and embark upon a series of 
major strikes. Their defeat of the Gould 
railroads in March and in October, 
1885, in two spectacular strikes, cap- 
tured the imagination of the unorgan- 
ized. Electrified, the unskilled and 
semi-skilled poured into the order. 
Between July, 1885, and July, 1886, its 
membership jumped from 100,000 to 
over 700,000. The unskilled had ap- 
parently found their champion. 

An epidemic of strikes swept the 
country and labor organizations, both 
the Knights and the trade unions, grew 
apace. Sympathetic strikes, boycotts, 
violence, and turbulence were rife; 
labor appeared to be sweeping forward 
in a successful protest against the in- 
dustrialists. But the period of success 


8 After 1886 the Knights realized the weakness of the 
One Big Union idea and organized a number of Na- 


was short-lived. The employers quickly 
launched a powerful counter offensive, 
There were nine major lockouts during 
the last half of 1886, and from the sum. 
mer of 1886 through 1887 widespread 
reverses checked labor’s uprising. 

The Knights, in spite of their num- 
bers, could not defeat the employers 
in major struggles unless they could 
get the skilled workers. More than 300,- 
000 of the skilled workmen were already 
in trade unions organized on a craft 
basis, with national unions in more 
than a score of trades, and with a fed- 
eration of the national unions already 
started. The Knights, like the Commit- 
tee on Industrial Organization group 
today, believed that machine tech- 
niques were reducing all workers to the 
level of machine operators. The only 
defense for labor seemed to them to be 
in solidarity and united purpose. They 
were organized, therefore, on the ver- 
tical principle, but the Knights was not 
an industrial union of the modern 
type. It included workers of all sorts 
from all industries in the same “lodge”; 
the modern industrial union includes 
the workers only of a single industry. 

The trade unions, on the other hand, 
saw the best chances to advance their 
interests in unions organized along 
craft lines. In the battle for members 
between the Knights and the American 
Federation of Labor the young Federa- 
tion with its virile craft unions sur- 
vived, while the ephemeral Knights of 
Labor, its illusory hopes burned out by 
the fires of reality, went under. Con- 
cerning what would have happened 11 
the Knights had been a substantial, 
well-integrated, and experienced organ- 
ization we can but speculate. 

It was this conflict of 1886-1888, 
however, which gave to the American 


tional Assemblies in particular industries, such 4s 
mining, which were what we call industrial unions. 
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jabor movement its fear of “dualism,” 
-e., of the splitting of labor into two 
+ more camps. The current spectacle 
of two factions at each other’s throats 
‘n internecine struggle recalls vividly 
the tragic struggle of 1885-1890—a 
turbulent industrial situation made 
more turbulent by conflict within the 


ranks of labor. 


The War Sequel 

One of the most important after- 
efects of the war years was the com- 
pany union. It was a by-product of the 
expansion of unions and the intensity 
of labor conflicts during the war and 
early post-war period. The government, 
trying to avoid the difficulties involved 
in forcing employers to pacify labor 
by entering into collective bargain- 
ing contracts with unions, turned to 
“works councils” as agencies for the 
adjustment of labor difficulties. The 
National War Labor Board particularly 
pushed the establishment of the coun- 
cils in a wide range of industries. Down 
to 1918, union leaders thought these 
might develop into actual collective 
bargaining as understood by unionists. 
Many employers feared the same re- 
sult. But experience quickly revealed 
the contrary; and at its 1919 conven- 
tion the American Federation of Labor 
declared, “‘We heartily condemn all 
such company unions.’ 

The employers were already finding 
them a defence against unions, and the 
number of “‘employee representation 
plans” increased from 196, involving 


Cf. Don D. Lescohier and Elizabeth Brandeis, 
History of Labor in the United States, 1896-1932, Vol. 
III, Chap. XVIII, for a history of company unions 
cown to 1932. New York: The Macmillan Company. 
: Ci. reports on employee representation published 
y National Industrial Conference Board, including 
1933 report. The figures in different reports are not 
entirely consistent, but give substantially the same 
picture, 


403,765 employees, in 1919 to 913, 
covering 1,369,000 employees, in 1926. 
The die was cast which was to make 
the company union a major industrial 
relations issue under the NIRA and 
Wagner Act.” 

We have already referred to the de- 
cline in union power after 1920. This 
was the immediate background of de- 
velopments after 1933. The union 
shrinkage went through three stages: 
the losses in membership which accom- 
panied the deflation of the war 
industries, 1921-1923; the losses of 
the prosperity period, 1924-1929; and 
the depression losses of 1930-1932. The 
sharp decline in business after the 
post-war boom was accompanied by 
the loss of 266,500 union members in 
1921, 753,900 in 1922, and 405,400 in 
1923—a total loss of 1,525,800 in three 
years. These losses were heaviest in the 
metal trades, machinery, and _ ship- 
building industries, where the unions 
lost practically all of their war-time 
gains. They were heavy also in the 
transportation and clothing unions.!! 

These early post-war losses of the 
unions were really a part of the war 
episode. But the decline in member- 
ship which followed was a different 
matter. During the seven prosperous 
years, 1923-1929, when unions would 
typically have gained ground, they 
sustained another net loss of 179,400, 
in spite of an increase of 129,500 in the 
building trades’ unions and gains in 
printing, public service, and theatre 
unions. Over a quarter of a million 


11 “Tn all countries affected by similar conditions of 
war prosperity, public control of labor relations, post- 
war boom and depression, union membership pur- 
sued a course not dissimilar to that in the United 
States.” In Great Britain, union membership in- 
creased, 1914-1920, more than 4,000,000 and de- 
creased, 1921-1923, approximately 3,000,000. Wol- 
man, Op. cit., p. 31. 
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members were lost in mining, quarry- 
ing, and oil, and more than a hundred 
thousand in clothing, the metal trades, 
chemicals, tobacco, shoes, and other 
industries. 

The migration of plants to other sec- 
tions of the country weakened unions 
in the old areas, while the new plants 
were ordinarily operated on an open 
shop or anti-union basis. This was 
true, for instance, in the southward 
migration of cotton textiles and the 
westward migration of shoes. 

The industries which experienced 
particular growth in the twenties, ex- 
cept the building and printing indus- 
tries, were in most cases ones in which 
the unions had not previously obtained 
a foothold, such as automobiles, chemi- 
cal industries, cigarettes, and mercan- 
tile occupations. The unions did not try 
to force their way into these industries 
during the twenties. Apparently the 
power, prestige, and aggressiveness of 
these vigorous, growing industries made 
the task of organizing them look as 
difficult to the unions as it did to out- 
side observers. 

But there were other obstacles. It 
was in these industries that the mod- 
ern technologies which were splitting 
up skilled crafts into semi-skilled and 
common labor jobs were most highly 
developed. Machine tenders, recruited 
from everywhere—southern mountain- 
eers and southern negroes, farm hands, 
women, youths coming from the city, 
the country town, and the countryside 
—made difficult organization material. 
Heterogeneity characterized the labor 
forces of growing industries like auto- 
mobiles; the extensive use of young 
girls made organization work dis- 
couraging in industries like cigarettes 
and mail order houses, big mercantile 
concerns, manufacturing of electrical 
goods, and other lines. 
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The unions themselves seemed to 
have lost some of their aggressiveness. 
The average number of strikers was 
but 443,000 per year from 1923 through 
1929. Perhaps the death of Samuel 
Gompers in 1924 weakened the conf- 
dence of union leaders; certainly the 
loss of one who had been a leader fo; 
over 40 years was felt seriously. Critics 
of the A.F. of L. contend that weakness 
had appeared before Gompers’ death— 
that the whole executive board had 
been in office too long, had lost its 
initiative, and had become incapable 
of devising new tactics to meet the 
new industrial set-up of recent years, 
particularly the mass production in- 
dustries. Meanwhile industrial man- 
agement was constantly discarding 
semi-obsolete leadership in favor of 
aggressive, resourceful, and dynamic 
executives. 


The Employers’ Offensive of the Twenties 


The most important reason for 
labor’s losses after 1920, however, was 
the carefully planned and vigorously 
prosecuted employers’ counter-offen- 
sive. When the War ended, the Ameri- 
can Federation of Labor apparently 
expected a continuation of labor’s ad- 
vance and did not foresee a determined 
effort by the employers to wipe out 
unions. During the high prices of 1919- 
1920, the unions engaged in a nation- 
wide drive for higher wages. Labor 
disputes broke out in all sorts of indus- 
tries, including the policemen of Boston 
and a general strike at Seattle. Con- 
servative labor leaders were forced into 
strikes by insurgent minorities de- 
manding direct action just as_ the 
Knights of Labor leaders were forced 
to resort to strikes in 1885 and 1886. 
In 1919 there were 4,160,348 strikers; 
in 1922, the next highest year on record, 
















































there were only 1,612,562. Down to 
:g20, labor was on the offensive. But 
the curtain was about to rise on another 
and different scene. 

When the inflated price structure of 
1917-1920 collapsed, the employers de- 
manded wage reductions. The 3,497 
strikes of the two years 1921 and 1922 
were mostly defensive. But the wage 
deflation conflict was only a skirmish. 
The employers had perfected plans for 
a nation-wide attack on labor unions. 
Christening their open-shop plan the 
“American Plan,” they quickly ob- 
tained the support of the National 
Grange, the American Bankers’ Associ- 
ation, and business groups generally.!? 
Neither money nor effort was spared 
in the endeavor to destroy unionism. 
Propaganda, as well as direct attack, 
was extensively utilized. The country 
was covered with a network of open- 
shop organizations. In spite of impor- 
tant victories for labor, as in the case 
of the printers, the employers gained 
ground steadily for thirteen years. They 
received their first effective check from 
Section 7a of the National Industrial 
Recovery Act. 

The counter attack of the employers 
used a variety of weapons. Professional 
strike breakers were utilized on an un- 
precedented scale, particularly in the 
metal trades. Orders were transferred 
from “struck” plants to competitors. 
“Yellow dog” contracts (whereby em- 
ployment of a worker terminated upon 
his joining a union) were widely used 
after being sustained in Hitchman Coal 
and Coke Co. v. Mitchell, December, 
1917, until they were outlawed by the 
Norris-La Guardia Act of March, 1932. 
[he injunction was employed con- 
stantly to interfere with union strike 
tactics. In the Coronado Coal Co. case, 


For an excellent description of the American Plan 
crive, cf. Perlman and Taft, op. cit., Chap. XX XVII. 
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1925, the Supreme Court held that 
unions could be sued and made union 
executives wary of risking union 
funds. Much of the time, energy, and 
money of unions was thus tied up 
fighting court cases and not available 
for pushing union activities. Spies and 
blacklisting kept individual workers in 
constant fear of losing their jobs. Labor 
knew that this employer “‘secret serv- 
ice’? was present in a large part of 
industry, and the testimony taken by 
the La Follette Senate Committee dur- 
ing the winter of 1936-1937 proved it. 
The rapid substitution of machinery 
for labor (due to technological prog- 
ress rather than adopted as a matter of 
labor dispute tactics) kept industrial 
employees generally in fear for their 
jobs, and provided during the twenties 
a continuous and substantial labor 
surplus. Personnel management enabled 
employers to select their workmen 
carefully, to individualize the treat- 
ment of labor, and to develop indi- 
vidual incentives. This tended to break 
up labor solidarity, and to make work- 
ers feel that their incomes depended 
upon their productivity rather than 
upon a union. Welfare capitalism, with 
its group insurance, sick benefits, pen- 
sions, and employee activities, culti- 
vated the view that the individual’s 
welfare depended upon a permanent re- 
lationship to his concern which it would 
be foolish to imperil by striking or 
joining a union. 

All of these deterrents to aggressive- 
ness on the part of labor were reén- 
forced by the fact that on the whole 
labor was fairly well off, as compared 
with the past. Real wages were good 
and hours of labor short enough 
to afford considerable leisure. In- 
creased ownership of motor cars and 
radios, with greater access to pleas- 
ures than ever before, diverted working 
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people’s attention and funds from 
unions, lodges, and other voluntary 
organizations. 


Depression and Revival 


The cataclysmic losses of 1921-1923, 
largely due to the shrinkage of war 
industries, and the gradual but steady 
losses of 1923-1933, due to employer 
pressure, were succeeded by another 
period of rapid shrinkage in the early 
years of the recent depression. The un- 
ions lost approximately 470,000 mem- 
bers between 1930 and 1933 inclusive, 
which brought their membership to the 
lowest point since 1916, 2,973,000 
members in 1933. 

“It was,” remarked Leo Wolman, 
“‘as if the momentum of decline, origi- 
nating in the depression of 1921, tran- 
scended all other forces, including 
business prosperity, and carried union 
membership lower each year until the 
decline was intensified by the powerful 
factors of unemployment and business 
liquidation initiated by the depression 
of 1929.”’!8 

During the early part of the depres- 
sion organized labor was in a non-mili- 
tant mood. The discussions at the 
Boston convention in 1931 revealed a 
labor leadership baffled by an industrial 
and economic situation with which 
they could not grapple. Widespread 
and constantly deepening unemploy- 
ment and wage cuts meant that a 
campaign of strikes would be futile. 
Staggered employment and shortening 
the hours of labor to give more people 
work, with public relief and public 
works, seemed to be the only immedi- 
ate hope for mitigating the situation. 
Labor turned increasingly from putting 
pressure on employers to putting pres- 
sure on the government. The election 
of Franklin Roosevelt in 1932 found 
18 The Ebb and Flow of Unionism, supra, p. 34. 
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labor hopeful that under the new ad. 
ministration the government might 
bring that improvement in the lot of 
labor which the labor movement found 
itself helpless to effect. 

The swift blows struck by the new 
administration brought a quick re. 
sponse from labor. Hope was revived, 
The enactment of the National Indus- 
trial Recovery Act was hailed as open- 
ing the door to a new opportunity for 
the unions. 

Almost suddenly the labor move- 
ment became active again. The large 
decline in union membership ended in 
1933. During 1934 over 900,000 mem- 
bers were added; 1935, 1936, and the 
spring of 1937 yielded further sub- 
stantial gains for which reliable figures 
are not available. The losses after 1922 
were wiped out and union membership 
has been moving toward the 1920 peak. 
Many thousands of the new members 
are in weak local organizations that 
will dissolve if subjected to severe em- 
ployer pressure, but the favorable 
Federal and state legislation has im- 
proved their survival chances. 

The revival of unionism came too 
early in the recovery period to be at- 
tributed to the revival of business. Em- 
ployment and pay rolls were at a low 
ebb when the unions came to life, and 
an unprecedented number of people 
were on relief. It was the NIRA which 
initiated the drive of 1933-1935, while 
the National Labor Relations Act of 
1935 caused the movement to continue. 
For the first time since 1921 labor un- 
ions had hope that they could force 
their way into manufactures and com- 
merce, and also win back the ground 
they had lost in the construction indus- 
try during the years 1930-1933. [he 
President’s statement to the Executive 
Council of the Federation of Labor on 
February 11, 1935, gave notice that he 
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was squarely behind the principle of 
collective bargaining by “well organ- 
‘zed and highly developed organiza- 
tions of both employees and employers, 
with their relationship resting upon 
the foundation of conciliation and 
arbitration.” 

Conflict over what constituted “‘col- 
lective bargaining” and “voluntary 
organizations of employees” quickly 
developed. The employers contended 
that it was their right to recognize any 
and all groups of their employees who 
wished to bargain collectively with 
them, and that they were not bound to 
recognize non-employees in bargaining 
processes. The American Federation of 
Labor and the government seemed to 
be agreed that, to be suitable, the un- 
ion must be organized independently 
of the employer in the sense of freedom 
from any control by the employer. 
Ordinarily this means that the organ- 
ization would not be on a plant or 
company basis, but would include 
workers from various employers. There 
have, however, been unions recognized 
as complying with the law by the Na- 
tional Labor Relations Board which 
include workers from but a single 
company. Independence of the em- 
ployer necessarily carries the right for 
workers to be represented in negotia- 
tions by union officials not employed 
by their employer, a sore point with 
employers despite the fact they con- 
sistently reserve the right to be repre- 
sented themselves by attorneys. 

The revival of union activity was ac- 
companied by a new emphasis upon 
organized labor’s old concept of the 
vested right of a worker in his job, a 
right the workers believe valid both 
against the employer and against other 
workers. A worker who has occupied 
'. Don D. Lescohier, ‘‘Sit-Down Strikes: An In- 
{ Mediaeval Europe Now Adopted in Pres- 
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a job for a period of time is presumed 
to have a quasi-property right in that 
job not terminated by a strike. This 
is a right not conceded either by em- 
ployers or by the law up to the present 
time. While both concede that workers 
have certain rights 1m a job while work- 
ing on it, e.g., the right to safety, light, 
ventilation, the agreed wages, proper 
tools and machinery, neither concede 
that the worker has an enforcible prop- 
erty right to the job. It is this right that 
labor is insisting upon when it de- 
mands that all strike breakers be dis- 
missed and the jobs given back to their 
former occupants at the end of a labor 
dispute. 

The dramatic sit-down strikes of 
1934-1937 were new tactics for enforc- 
ing the vested right of workers in their 
jobs.'4 A sit-down strike is intended to 
prevent employers from operating until 
the workers go back to their jobs; also 
to prevent large employers from re- 
moving machinery, partly finished 
goods, or raw materials to other plants 
owned by them where strikes are not 
in progress. 


Conclusion 


The Wagner Act, the sit-down strike, 
the struggle between the American 
Federation of Labor and the Committee 
for Industrial Organization, and the in- 
creased participation of organized labor 
in politics for the purpose of putting 
pressure on government to further 
labor’s objectives, furnish current ob- 
servers of industrial relations with four 
new developments to be watched with 
interest. The enactment of the Wagner 
Act begins, apparently, a new era in 
American industrial life; the sit-down 
strike has been accepted with an as- 
tonishing degree of tolerance by em- 


ent-Day America,” The World Today, Encyclopedia 
Britannica, Vol. 4, No. 4, April, 1937. 
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ployers and public officials; while the 
struggle between the two sections of 
the labor movement will have profound 
effects upon the union movement what- 
ever its outcome. Whether labor will 
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form a labor party, identify its interest; 
with those of one of the existing politi 
cal parties, or continue to rely upon 
putting pressure on both parties re 
mains to be seen. 
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TRANSPORT COORDINATION AND RATE POLICY 


BY D. PHILIP LOCKLIN 


HE word “coordination” is on 

the lips of nearly all who have 

concerned themselves with the 
transportation problem in the last few 
years. The purpose of this article is to 
discuss the relation between transport 
coordination and rate policy. 

This is a problem which will con- 
front regulatory bodies, particularly 
the Interstate Commerce Commission, 
in the form of conflicts between differ- 
ent forms of transportation over the 
rates to be charged on competitive traf- 
fic. The Interstate Commerce Commis- 
sion has recently been given control 
over the rates of motor carriers engaged 
in interstate commerce. The Federal 
Coordinator of Transportation strongly 
recommended that water transporta- 
tion be brought under the Commis- 
sion’s jurisdiction, and bills to that end 
have been introduced in Congress. Even 
air carriers may be brought within the 
scope of the Commission’s regulatory 
powers. With motor carriers already 
under the Commission’s jurisdiction, 
the relation of motor truck rates to 
rail rates must eventually come up for 
consideration. If water carriers are 
to be brought within the scope of the 
Commission’s authority, the relation 
of rail rates to water rates will be pre- 
sented to the Commission under some- 
what different circumstances than it 
has hitherto. It is the writer’s con- 
tention that the attainment of a 


coordinated transportation system 
will depend in large measure upon 
the policy adopted in adjusting 
rates of competing transportation 


agencies. 
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The Meaning of Coordination 


Before discussing the problem fur- 
ther it may be well to consider briefly 
the meaning of the word “coordina- 
tion” as applied to a system of trans- 
portation. The term is used in various 
senses. It is sometimes used to denote 
provision for interchange of traffic be- 
tween different forms of transport and 
the creation of “‘coordinated service,” 
whereby the shipper may send goods 
over a route which involves movement 
of the shipment by two or more dif- 
ferent forms of transport. The term 
“coordination” is sometimes used to 
denote the use of highways and water- 
ways by railway companies where they 
find it to their advantage to do so. Or 
it may refer to the use of all forms of 
transport by “transportation compa- 
nies”’ which, it is suggested, may even- 
tually replace “railroad companies,” 
*‘steamship companies,” and the like. 
To others the term “coordination” im- 
plies a policy of checking or restraining 
the development of newer forms of 
transport when they come into compe- 
tition with established carriers. Diverse 
as these concepts appear to be, there is 
one common feature of them all. This 
is the assumption that under certain 
conditions or for certain services each 
form of transport is better or cheaper 
than others. It is, in other words, the 
assumption that each form of transport 
has a place in an adequate transporta- 
tion system. 

The task of coordination is therefore 
the task of finding the proper sphere of 
operation of each form of transport, 
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and of fitting each into its place in the 
transportation system. This does not 
necessarily mean the exercise of arbi- 
trary power by an omniscient govern- 
ment which must assign each form of 
transport to its proper place and keep it 
there. In fact it must be recognized that 
no one can tell exactly the proper place 
of each form of transport. This must be 
worked out through experience and by 
allowing a certain amount of competi- 
tion between the various forms of 
transport. 

The problem of attaining a truly co- 
ordinated transportation system differs 
according to the method of organiza- 
tion found within the transportation 
industry. Some coordination occurs 
quite naturally, and without govern- 
ment interference, through the utiliza- 
tion of new forms of transport by 
existing carriers when they find it to 
their advantage to do so. When rail- 
road companies make use of motor 
trucks in pick-up and delivery service, 
or substitute motor-bus or motor-truck 
service in lieu of local passenger trains 
and way freights, or substitute motor 
service for train service on branch lines, 
or make use of trucks in terminal trans- 
fer operations, they may be said to be 
furthering the process of coordination. 
Or when a motor-truck operator makes 
arrangements with a railroad whereby 
the latter transports loaded trucks on 
railroad cars in the line haul, coordi- 
nation of a type is accomplished. The 
providing of facilities for traffic inter- 
change between two forms of transport 
and the establishment of joint rates is 
another form of coordination. This may 
be accomplished voluntarily, but some- 


1 See H. G. Moulton and others, The American Trans- 
portation Problem. Washington: The Brookings Insti- 
tution, 1933, pp. 889-890; also “Fundamentals of a 
National Transportation Policy,” 24 American Eco- 
nomic Review Supplement 33 (1934); and 55 Traffic 
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times government action is necessary 
to bring about extensive coordination 
of this type as seems to have been the 
case in the efforts to establish through 
routes and joint water-and-rail rates 
in the United States. 

Some writers have contended that 
coordination can best be accomplished 
if railroad companies will transform 
themselves into “‘transportation com- 
panies,” making use of each and every 
form of transportation as considera- 
tions of cost and type of service reveal 
to be the cheapest or best.! Under such 
an organization of the transportation 
system the finding of the proper place 
for each type of transport would be a 
managerial problem for the transporta- 
tion company to solve. The shipper 
would buy transportation; manage- 
ment would determine which form of 
transport should be used for the service 
to be performed. 

But where the traditional form oi 
carrier organization prevails, that is, 
where there are separate rail carriers, 
highway carriers, and water carriers, the 
problem of coordination is of a dii- 
ferent character. Here the problem is 
largely one of controlling the competi- 
tive relations of the various types of 
carriers. Coordination cannot be at- 
tained by allowing rail carriers, water 
carriers, and highway carriers to engage 
in a free-for-all fight to obtain the 
available traffic. If this is attempted, 
ruthless rate cutting will occur; rates 
may become unremunerative and be- 
low the cost of service for all carriers, 
and the ultimate end may be a monop- 
oly of one form of transport and the 
suppression of the others even in fields 


World 833 (1935), and 99 Railway Age 303 (1935); 
and more recently, “Essentials of Transportati 
Policy,” an address before the Railway Business 
Association, New York, November 5, 1936. 
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:n which they are really superior. With 
uncontrolled competition between the 
diferent forms of transport there is no 
assurance that each will find its proper 
sphere of activity. More likely there 
will be an uneconomical overreaching 
by each form of transport into spheres 
of activity in which some other form of 
transport has the advantage. The ex- 
perience of the country when it allowed 
the railways to engage in free competi- 
tion with water transportation illus- 
trates what we mean. Coordination is 
therefore a problem of controlling the 
competitive relations of rival forms of 
transport, and this is largely a problem 
of the rate policies to be observed 
by competing transportation agencies. 
This brings us to the problem which 
we wish to consider—the problem of 
the rate policies of competing forms of 
transport. 


Rate Policies for Competing Forms of 
Transport 


The problem has, of course, been be- 
fore the Commission in times past, but 
under quite different circumstances 
since the Commission has not had the 
power to control port-to-port rates of 
water carriers, nor has it had, until 
recently, any authority over motor- 
carrier rates. The problem was a com- 
paratively simple one when only the 
railroads were under the Commission’s 
jurisdiction. In general, the Commis- 
sion’s policy was to allow the railroads 


to determine for themselves whether . 


they would or would not meet the 
competition of other carriers. If, how- 
ever, the rail carriers decided to meet 
the competition in a particular case and 
reduce their rates, this action was sub- 
t to two limitations. These were: (1) 

¢ rates should not be so low as to 
w a burden on other traffic; and (2) 
ndue preference and prejudice was not 
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to be created thereby. The first of these 
limitations meant that the rates main- 
tained by the rail carriers to meet com- 
petition must be remunerative, at least 
to the extent of covering and more than 
covering the out-of-pocket expenses 
incurred in handling the competitive 
trafic. The requirement that undue 
preference and prejudice must not re- 
sult from the reduced rates ordinarily 
meant that the reduced rates should 
be no lower than necessary to meet the 
competition encountered, and that the 
rates could not be reduced at some 
points where competition was encoun- 
tered and not at other points where like 
competition existed. Stated broadly 
then, government regulation of rail 
carriers did not stand in the way of 
reductions of rail rates to meet the 
competition of other forms of transpor- 
tation as long as the above conditions 
were observed. It is true also that the 
Commission has sometimes refused to 
permit rate reductions when it appeared 
that the gains from competitive traffic 
obtained would be offset by the reduc- 
tion of revenues from traffic already 
carried. 

But obviously the above policy, 
satisfactory enough when only one 
form of transportation was under the 
Commission’s control, is entirely inade- 
quate when all major forms of transport 
are under the Commission’s control. 
This is because such a policy is a ques- 
tion-begging one. It avoids the real 
issue. If one agency of transportation 
is to be allowed to reduce rates nearly 
to out-of-pocket costs if need be in 
order to meet the competition of a rival, 
other forms of transport would seem to 
have a similar right. And if all trans- 
portation agencies are going to engage 
in this practice, competition becomes 
*‘ruinous”’ in nature; that is, it results 
in less-than-cost rates for all forms of 
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transport, and this is exactly what 
regulation is designed to stop. Regula- 
tion would be regulation in name only, 
if such rate cutting were permitted. It 
seems impossible to believe that the 
Commission will follow a policy of per- 
mitting all forms of transportation to 
cut rates to an out-of-pocket-cost basis 
wherever they come into competition 
with each other. 

The first task of regulation, there- 
fore, will be to put a bottom under 
competitive rates in order to prevent 
ruinous competition. When this is at- 
tempted, the question will be: What is 
the proper rate to serve as the bottom? 
The economist has a ready answer to 
this question—the cost of transpor- 
tation by the lower-cost form of trans- 
port. This would be the basis set 
by the forces of free competition if 
it were not for the tendency of transpor- 
tation companies to disregard the con- 
stant or overhead expenses under the 
stress of competition. If all the expenses 
of a carrier were variable expenses, 
rates would come to rest upon the cost 
of service by the lower-cost transport 
system. Only if the lower-cost form of 
transportation were unable to handle 
the traffic, and unable to expand its 
facilities to handle it, would there be an 
exception to this rule. Under the lat- 
ter circumstances rates would rise to 
the cost of service by a higher-cost 
transportation agency, leaving a differ- 
ential return or gain to the lower-cost 
agency. If, therefore, free competi- 
tion—provided free competition would 
work in the transport industry—would 
provide rates on the basis of the cost 
of service by the cheaper transportation 
agency, it would seem to be sound 
policy for a regulatory authority to 
put rates on this basis. This would fix 
the bottom below which the rates 
should not be allowed to fall. The 


extent to which the higher-cost trans. 
portation agencies should be allowed 
to meet this rate will be considered 
shortly. 


Cost of Service 


The conclusion that competitive 
rates should not fall below the cost of 
service by the low-cost carrier requires 
further elaboration. What is meant 
by “cost”? Does it mean only the 
direct or variable costs, commonly 
called out-of-pocket costs? Does it 
mean operating expenses and taxes, 
without a return on capital invested, 
or does it mean the full cost of the 
service including a return on capital 
invested? The discussion in preceding 
paragraphs should make it clear that 
we do not mean “out-of-pocket costs.” 
Economic reasoning would suggest 
that subject to minor qualifications the 
full cost of the service, including a 
return on capital, should be used. Bu: 
here a difficulty is encountered. If a 
condition is found to exist in which 
unit costs are high because of the 
small degree of utilization of facilities, 
these high unit costs should not be 
permitted to result in rates which 
restrict more complete utilization. To 
do so would be to prevent the reduction 
of costs through the more complete 
utilization that would result from lower 
rates, and it would saddle the public 
with high rates on such traffic as would 
move. This problem would arise, for 
instance, if the proposal were adopted 
of levying tolls for the use of waterways 
built or improved at government ex- 
pense. Incomplete utilization of water- 
ways would make the tolls and freight 
charges high, and would freeze them at 
a high level. Lower tolls and transpor- 
tation charges might reduce the unit 
costs. This situation has arisen, under 
somewhat different circumstances, 12 
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cases before the Interstate Commerce 
Commission. Thus in a case which 
raised the question of the relative trans- 
fer and terminal costs at different ports 
on export and import traffic, Commis- 
sioner Eastman pointed out that high 
unit costs at some ports might be due 
to inability to utilize facilities as ex- 
tensively as at other ports. 


The total of taxes and interest on invest- 
ment does not fluctuate with the amount of 
trafic handled, and conversely this portion 
of the total cost when reduced to an amount 
per ton varies directly with the traffic han- 
dled. The greater the tonnage, the less the 
unit cost per ton for these items, and o1ce 
versa. If a port which has equipped itself 
with piers, elevators, and other facilities for 
handling efficiently a large volume of export 
and import, coast-wise, and intercoastal 
traffic is able to secure only a small volume, 
the unit cost per ton for taxes and interest 
on investment becomes relatively very 
great. Boston is an excellent illustration of 
such a situation. On the other hand, where 
a large volume of such traffic is handled, as 
at New York, this cost automatically be- 
comes relatively small. If Boston were able 
to attract considerably more port traffic 
than it now handles, the costs per ton... 
would at once be materially reduced, and 
to a lesser extent this is also true of Balti- 
more and Philadelphia. Manifestly this is 
a matter which must be taken into consid- 
eration where it is alleged that a maladjust- 
ment of rates exists which is depriving a 


port of traffic which it would handle under 


a fair adjustment.? 


A similar situation has arisen in cases 
alleging undue preference and prejudice 
under Section 3 of the Interstate Com- 
merce Act. In some Section 3 cases the 
Commission has refused to allow higher 
costs of service to justify higher rates 
when the higher costs were due to light 


* Baltimore Chamber of Commerce v. Ann Arbor R. R. 
Co., 159 LC.C. 691, 702 (1929). 

E.g., Indianapolis Chamber of Commerce v. Cleve- 
‘and, Chicago, Cincinnati @ St. Louis Ry. Co., 60 1.C.C. 
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trafic density which may have been 
caused by the high rates.’ 

We have suggested that the sound 
policy, from an economic standpoint, 
would be for the regulatory body to 
put a bottom under competitive rates; 
that this bottom should be determined 
by the cost of service by the low-cost 
form of transport; but that some modi- 
fication of this policy would be neces- 
sary at times to prevent high unit costs 
arising from a low degree of plant utili- 
zation from being translated into rates 
which would prevent a lowering of 
costs through greater utilization of 
facilities. 

The result of the policy above de- 
scribed would prevent the type of com- 
petition which is commonly described 
as “‘ruinous.” It should be noted that 
the policy results in giving the public 
the benefit of rates determined by the 
low-cost form of transportation. But 
occasionally a situation arises in which 
rates seem to be set by a high-cost car- 
rier, while the low-cost carrier main- 
tains rates differentially lower than 
the high-cost carrier but higher than 
can be justified by its own costs. Here 
the low-cost carrier does not grant the 
public the full advantage of its lower 
costs but lives under the shelter of the 
still higher rates maintained by another 
transportation agency. Water carriers 
have been known to maintain rates 
above the normal level of water rates 
when the higher rail rates enabled them 
to do this and still obtain plenty of 
trafic. The United States Shipping 
Board once condemned steamship rates 
made on such a basis.‘ Motor-truck 
rates have sometimes been made on 
this basis. In fact, state laws or orders 


67, 75 (1920). 
* American Peanut Corp. v. Merchant G Miners 


Transportation Co., 1 U.S. S. B. 78, 84 (1925). 
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of state commissions sometimes require 
motor-truck rates to be no lower than 
rail rates. Motor-truck rates made on 
this basis might be higher than trucking 
costs justified. Little can be said in 
justification of this policy, since it de- 
prives the public of the full advantage 
of the cheaper form of transportation. 
Such a pricing system, furthermore, 
could not endure if there were competi- 
tion between rival carriers employing 
the cheaper method of transportation. 
In other words, rates established on 
this basis are higher than a true com- 
petitive price. Resort to this policy of 
basing truck rates on rail rates may 
have some justification as a temporary 
measure in the absence of any adequate 
information concerning motor transpor- 
tation costs. 

Thus far we have suggested that 
when two forms of transport are com- 
peting for the same traffic the cost of 
service by the low-cost form of trans- 
port should fix the rate. The carriers 
should not be permitted, under the 
stress of competition, to cut below this 
rate. The low-cost carrier, furthermore, 
should not be permitted to charge 
higher rates than its own costs justify. 
It may be well at this point to consider 
our present regulatory policy in so far 
as it relates to this problem. 


Present Policies 


So far as motor-vehicle transporta- 
tion is concerned the Interstate Com- 
merce Commission has not yet faced 
this problem, and hence no policy has 
been established. Sooner or later, how- 
ever, the Commission will be con- 
fronted with this question in the 
administration of the Motor Carrier 


5 See Federal Coordinator of Transportation, Regula- 
tion of Transportation Agencies, 73d Cong., 2d sess., 
Senate Document No. 152 (1934), p. 40. 
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Act of 1935. Some of the states, as we 
have seen, have required motor-truck 
rates to be no lower than rail rates and 
in some cases they have required motor. 
truck rates to be fixed amounts ove; 
rail rates. 

Although the Interstate Commerce 
Commission, as we have stated, has not 
yet established a policy regarding the 
relation of motor-truck and rail rates, 
there have been statements by indi- 
vidual members of the Commission 
which express disapproval of the policy 
of putting truck rates on the basis of 
rail rates. Commissioner Eastman has 
characterized such a policy as “not 


sound,’* and Commissioner Lee has cor 


said: ™ 
il 
The railroad rate between two points est’ 
should be only one of a number of elements, DO! 
and in nowise a controlling one, to be con- cen 
sidered in determining a fair, reasonable, = 
and non-prejudicial motor-vehicle rate be- aia 
tween the same points.’ the 
Let us now turn to water transporta- 
tion for such evidence as there may ae 
be concerning the policies adopted wn 
regarding the relation between rail and “a 
water rates. Since the Interstate Com- : " 
merce Commission has no authority Fe 
over the port-to-port rates of water @ do 
carriers, there has been no opportunity alth 
to establish a policy regarding the eo 
relation between water and _all-rail rat 
rates. The Commission, however, does J 
have some authority over joint rail- ae 
and-water rates and has therefore been a 
concerned with the relation of such i. 
rates to all-rail rates. But the Con- - 
mission’s authority extends only to Wee 
fixing maximum and not minimum rail J (1928 
and water rates. It cannot, therefore, rs 


Inlan, 
192 I, 
YInla 
192 I. 


¢ Ibid. od, 
’ Proceedings of the National Association of Rasiroas 
and Utilities Commissioners, 1934, Pp. 11. 
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out a lower limit to such rates to pre- 
vent ruinous competition. Under the 
Denison Act of 1928 the Commission is 
siven certain powers and duties in 
-onnection with the establishment of 
through routes and joint rates by rail 
carriers and water carriers over certain 
our inland waterways. Among other 
things the Commission is empowered 
prescribe minimum differentials 
between rail-barge and all-rail rates. 
The Denison Act contemplates that the 
differentials shall be fixed amounts 
below the all-rail rates. The rail-barge 
differentials apply even if the all-rail 
rates are themselves depressed by 
competition.® 
When the barge-line service on the 
Mississippi and Warrior rivers was 
established during the World War the 
port-to-port rates were made 80 per 
cent of the corresponding all-rail rates 
in most instances. This differential 
seems to have been selected because 
the difference in rates was deemed to 
be essential if trafic was to be diverted 
from all-rail routes. The differentials 
were not based wholly on the lower 
cost of transportation by water. In 
prescribing minimum differentials for 
rail-barge rates the Interstate Com- 
merce Commission has _ generally 
adopted the 20 per cent differential 
although there are numerous excep- 
tions. There has been little attempt to 
justify the differential on a cost-of- 
service basis, largely because of the 
inadequacy of cost figures for rail-water 
routes. The practice of maintaining a 
nixed differential under all-rail rates 


om hace under Barge Line Act, 148 I.C.C. 129 
; Inland Waterways Corp. v. Alabama Great 

uthern R. R. Co., 151 1.C.C. 126 (1929); Application 
Fyne Berse Line Co., 190 1.C.C. 177 (1932); 
and Waterways Corp. Through Routes and Rates, 


“ 12 LCC. 173 (1933). 
inand Waterways Corp. Through Routes and Rates, 


I 


192 LCC. 173 (1933). 
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even when the all-rail rates are them- 
selves subnormal shows the complete 
lack of any correspondence between 
the rail-barge rates and transportation 
costs. The policy of making the rail- 
barge rates fixed differentials under the 
all-rail rates seems to be required by 
the Denison Act, although there is 
apparently no reason why the Com- 
mission cannot prescribe smaller differ- 
entials when the all-rail rates are 
subnormal.® 

It is apparent that in the fixing of 
joint rail-barge rates there has been 
little attempt to base them on trans- 
portation costs via such routes. This 
is shown by the easy acceptance of the 
20 per cent differential, and by the 
prescription of fixed differentials re- 
gardless of whether the all-rail rates 
are normal or themselves depressed. 

Notwithstanding this policy there 
are numerous statements by the Com- 
mission which would indicate that the 
Commission is aware that the sound 
principle would be to relate the differ- 
entials to differences in transportation 
costs. Thus in one case the Commis- 
sion, referring to Section 500 of the 
Transportation Act,’ said: 


But the language of that section does not 
authorize or require us to fix rates that will 
divert traffic from the all-rail to the lake- 
rail routes in excess of that compatible with 
the cheaper operation and the less attrac- 
tive services afforded by the lake lines."! 


And in a case which involved barge-line 
differentials the Commission said: 


10 Section 500 provides that: “It is hereby declared to 
be the policy of Congress to promote, encourage, and 
develop water transportation, service, and facilities in 
connection with the commerce of the United States, 
and to foster and preserve in full vigor both rail and 
water transportation.” 


" Lake & Rail Class & Commodity Rates, 205 1.C.C. 
101 (1935). 
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The barge-line differentials are based 
upon the premise that the service costs less 
and is worth less than the rail service with 
which it competes. From the standpoint of 
public policy, however, the important fac- 
tor is the lesser cost of the service, for there 
could be no justification for encouraging an 
inferior service having a higher cost.” 


Notwithstanding these expressions 
which lean towards the prescription of 
rate differentials on the basis of differ- 
ences in cost of service, the decisions 
suggest that in the barge-line cases the 
Commission was concerned primarily 
with establishing a differential that 
would permit the traffic to move via the 
waterways, and, in some other types of 
cases, was interested in maintaining 
rail-water differentials that would be no 
greater than necessary to attract some 
traffic to the rail-water lines. In other 
words, little attention is paid to differ- 
ences in cost of service. This, it should 
be noted, is not wholly the Commis- 
sion’s fault. The Commission is en- 
deavoring to carry out the will of 
Congress expressed in legislation, and 
this legislation, particularly the Deni- 
son Act and Section s500 of the Trans- 
portation Act of 1920, shows that the 
Congressional policy is designed to 
foster water transportation routes with- 
out very much regard to their real 
economic merits. 


Rate Policy under a Coordinated System 


A truly coordinated system of trans- 
portation will require a somewhat 
different policy from that revealed by 
the Denison Act and Section soo. The 
notion, implicit in the Denison Act and 
Section 500, that it is desirable to 
develop as many competitors for the 
railways as possible, is fully as bad as 
the policy of deliberately protecting 


12 Inland Waterways Corp. v. Alabama Great Southern 
R. R. Co., 151 I.C.C. 126 (1929). 
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railroads from the impact of new anj 
different modes of transport. 

Until all major forms of transpor 
are placed under the jurisdiction of the 
same regulatory authority it will be 
difficult if not impossible to adopt the 
policy of placing a bottom under con. 
petitive rates fixed by the cost of 
transportation by the cheaper form of 
transport. But when this is done there 
still remains a difficult question of proper 
regulatory policy. To what extent shal! 
the higher-cost forms of transport be 
permitted to meet the rates of the 
lower-cost forms if they desire to do so’ 

Two different answers may be given 
to this question. One policy is to permit 
the high-cost form of transport to meet 
the rates set by the low-cost form of 
transport, provided the rates cover and 
more than cover the direct expenses 
which the traffic occasions. The other 
policy is to insist that each form o! 
transport base rates on its own costs. 

In defense of the policy of permitting 
the high-cost carrier to meet the rates 
of the low-cost carrier a number o! 
arguments may be advanced. In the 
first place, ability to compete with the 
low-cost form of transport may con- 
ceivably spell the difference between 
financial success and failure of the 
high-cost carrier. Inability to meet the 
rate of the low-cost carrier and share in 
the competitive traffic might necess- 
tate abandonment of the high-cost form 
of transport. This is not necessarily 4 
bad result, and possibly a desirable one, 
if the high-cost form of transport is no! 
needed. But in many cases the high 
cost agency is needed. This mig! 
easily be the case if a railroad serving é 
number of interior cities encounte!s 
water competition at certain poitts 
only. Inability of the railroad to meet 
water competition where it encountess 
it might deprive the inland towns © 
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their railroad facilities. A share of the 
competitive traffic might be necessary 
‘{ the railroad is to maintain its exist- 
ence. Similarly, highway transport 
might cause the abandonment of 
needed rail facilities if the railway is not 
allowed to compete for traffic carried 
by highway. 

‘Closely related to this argument is 
another. Although ability to share the 
competitive traffic may not be neces- 
sary to the existence of a railroad or 
other transportation agency, it may be 
a means of lowering rates at points 
served by the railway alone. The con- 
tribution of the competitive traffic to 
the fixed and overhead expenses of the 
railroad may enable lower rates at 
inland points than could be maintained 
if the traffic to, from, and between 
inland towns had to support the rail- 
road unaided by the contribution to 
overhead made by competitive traffic. 
This, of course, is the familiar argu- 
ment used to justify the granting of 
fourth-section relief to railroads to 
meet water competition. The policy of 
permitting the high-cost form of trans- 
port in such situations to meet the 
rates of the low-cost form operates as 
a broad equalizing force, tending to 
reduce transportation rates at points 
served only by rail lines, and lessening 
the disadvantage of location of such 
towns. 

There is a third advantage in the 
policy of permitting the high-cost 
carrier to meet the rates of the low-cost 
carrier. It permits a greater degree of 
competition for traffic, and hence 
stimulates good service. This is often 
considered by shippers to be a matter 
of great importance. 

A fourth advantage of this policy is 
that it represents the least break with 
past policy. We have already pointed 
out that the Commission allows rail- 
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roads to meet the competition of 
cheaper forms of transportation, often 
granting fourth-section relief to enable 
railroads to meet competition where 
this competition is encountered without 
being forced to reduce rates at non- 
competitive intermediate points. Illus- 
trations of this policy may be found in 
the cases in which fourth-section relief is 
granted to rail carriers to meet water 
competition, motor-truck competition, 
or pipe-line competition. Cases of this 
sort have arisen in great numbers in 
recent years. A similar policy is fol- 
lowed in the treatment of competition 
between railroads. Here it is a common 
practice to permit circuitous rail lines 
to meet the rates of more direct rail 
lines, and fourth-section relief is often 
granted to circuitous rail lines for this 
reason. It would be quite inconsistent 
to allow circuitous rail lines to meet the 
rates of direct lines, and deny fourth- 
section relief to rail lines desiring to 
meet the competition at certain points 
of a cheaper form of transportation. 

But notwithstanding the several 
arguments that may be advanced in 
favor of permitting a high-cost form of 
transport to meet the rates of a low- 
cost form, much can be said in favor of 
the second policy, i. e., requiring each 
form of transport to adhere to rates 
based on its own costs. 


Cost as a Basis for Policy 


First, this policy is less wasteful than 
the other. If high-cost forms of trans- 
port are allowed to compete for traffic 
by quoting less-than-cost rates, waste- 
ful transportation usually results. If 
the high-cost lines are allowed to meet 
the rates of the low-cost lines, it is done 
upon the “out-of-pocket-cost theory” 
or “by-product theory.” The argument 
usually is that the competitive traffic 
contributes to the overhead expenses of 
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the high-cost agency, and that it is 
therefore better for the high-cost route 
to carry the traffic than not to carry it. 
But this defense of less-than-cost rates 
is from the point of view of the high- 
cost line only, and not from the point of 
view of society at large. When consider- 
ing the problem from a broad social 
point of view a distinction must be 
made between less-than-cost rates 
which create traffic and less-than-cost 
rates which merely divert traffic. Less- 
than-cost rates which create new traffic 
can often be justified from a social 
standpoint on the by-product theory. 
Less-than-cost rates which divert traffic 
from one carrier to another, or from 
one form of transport to another, or 
which substitute one production point 
for another, cannot be as easily justi- 
fied. If less-than-cost rates divert traffic 
from a cheaper form of transport to 
another, or from a direct to a circuitous 
route, or substitute production at a 
distant point for production at a 
nearer point, there is usually economic 
waste and social loss. There is certainly 
economic waste equal to the difference 
between the direct costs incurred in 
moving the traffic over the high-cost 
route and the direct cost that would 
have been incurred in handling the 
traffic over the cheaper route. 

A second argument in favor of 
requiring each form of transport to 
adhere to rates based on its own costs 
is that this is the only way to distribute 
trafic between competing transporta- 
tion agencies in a manner that is not 
arbitrary. It is the only logical basis for 
apportioning traffic between rival forms 
of transport. If high-cost carriers are 
to be allowed to cut rates to meet the 
rates of a low-cost carrier, there is 
inevitably raised the question of how 
low the rates must be cut to attract 
traffic from the low-cost carrier, and 
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what is a “fair share” of traffic for 
each agency of transportation. There 
seems to be no rational basis fo; 
determining the “fair share” of trafic 
except by placing rates on a cost basis 
and allowing the traffic to distribute 
itself as it may. To guard against 
charges of favoritism and discrimina- 
tion it is likely that the Commission 
will, in many cases, be forced to fal! 
back on cost-of-service rates. 

Commissioner Eastman has on sey- 
eral occasions shown an appreciation of 
the fact that the question of rates by 
competing forms of transportation wil! 
be forced upon the attention of the 
Commission. Commissioner Eastman’s 
guarded statements on this issue would 
indicate that he leans toward the policy 
of requiring each form of transport to 
adhere to rates based upon its own 
costs. In a separate expression in Petro- 
leum Products from New Orleans, La., 
Group, Commissioner Eastman said: 


I am much inclined to believe that a sys- 
tem of rates for all the agencies based on 
cost plus a reasonable profit under norma! 
traffic conditions would allow them all to 
perform their appropriate functions, and in 
the end be better for all concerned, includ- 
ing the country and its industries, than any 
system of competitive rates." 


And inastatement before the Nationa! 
Association of Railroad and Utilities 
Commissioners, in 1935, Mr. Eastman 
expressed a similar view: 


I sometimes think that we shall ult- 
mately find that the only stable and satis- 
factory basis of rates will be to use full cost 
as the basic guide in all cases, and let each 
form of transportation handle the traffic 
where it is able to handle it more efficient!) 
and economically than any other. This, 
however, is mere speculation, for the ques 
tion is one upon which I must maintain an 


13 194 L.C.C. 31, 46 (1933). 
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Although Commissioner Eastman is 
as opposed to a policy of allowing all 
forms of transportation to construct 
competitive rates on the out-of-pocket- 
cost theory, the policy he outlines would 
presumably deny the high-cost form of 
transport the privilege of meeting rates 


Petro- which are based on the cost of trans- 
5s, La., portation by the low-cost carrier. 
said: It is probable that there is no one 


answer to this problem that is best for 
all cases. Although it would seem that 
the sounder policy, generally speaking, 
would be to require each form of trans- 
port to base its rates on its own costs, 
exceptions to the rule might be desir- 
able in particular situations. If the eco- 
nomic waste resulting from the carrying 
of competitive traffic by the high-cost 
carrier is considerable in a particular 
situation, it is certainly sound policy to 
deny the high-cost carrier the right to 
take traffic from the low-cost form of 
transport. Does not the Commission, in 
fact, recognize this principle when de- 
nying fourth-section relief to circuitous 
rail routes when the degree of circuity 
is SO great as to cause extremely waste- 
‘ul transportation? On the other hand, 
i the economic waste resulting from 
the diversion of traffic to the high-cost 
carrier is moderate in amount, it may 


t a sys- 
ised on 
normal 
1 all to 
and in 
includ- 
an any 


tional 
tilities 
stman 


I] ulti- 
4 satis- 
ull cost 
et each 

traffic 
ciently 
_ This, 
e ques- 


tain an 


" Proceedings, 1935, Pp. 125. 


Transport (oordination and ‘Rate Policy 





427 


be considered as a cheap price to pay 
for the better service which the stimu- 
lus of competition may bring. Indi- 
viduals will differ, of course, concerning 
the relative importance of maintaining 
competitive service and of obtaining 
the most economical organization of 
the transport industry. There may also 
be situations in which it is less wasteful 
to permit the high-cost carrier to take 
competitive traffic than to encourage 
the development of two forms of trans- 
portation. Thus it is not difficult to 
imagine a situation in which it would 
be more economical to permit a rail- 
road to carry traffic between two points 
served by waterways, and to charge 
water-transport rates, than to encour- 
age the development of water-carrier 
service in addition to railroad service 
already existing. These illustrations 
will suffice to indicate the basis for the 
conclusion that the rate policy that is 
best for one competitive situation may 
not be best for another. There is no 
reason to doubt the ability of the 
Commission, if given jurisdiction and 
adequate authority over all forms of 
transport, to evolve a set of principles 
in the administration of the law which 
would distinguish between the situa- 
tions that require adherence to cost 
rates, and situations which permit or 
require, in the public interest, the meet- 
ing of rates set by a low-cost form of 
transport. 


Conclusion 


In conclusion two matters pertinent 
to the problem under discussion should 
be mentioned. First, the division of 
trafic between competing forms of 
transport does not solve the problem 
created by a surplus of transportation 
facilities. If there exists a surplus of 
transportation facilities, as is often con- 


15 218 I.C.C. 441, 492 (1936). 
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tended, it may be doubly necessary to 
prevent widespread rate cutting with 
the resulting less-than-cost rates, but 
no division of traffic in such cases can 
make all transportation agencies profit- 
able without imposing unjust burdens 
upon the shipping public. A truly co- 
ordinated transportation system can- 
not be attained through controlling the 
rate policies of competing forms of 
transportation unless there is also ade- 
quate control over the supply of trans- 
portation facilities. 

The second point which we wish to 
make is that an economic division of 
traffic between different forms of trans- 
port cannot be attained if part of the 
costs of transportation of some trans- 
portation agencies are borne by the 
taxpayer. All forms of transport should 
be put upon the same basis, preferably 
upon a user basis, that is, with the costs 
of transportation borne by the users. 
The existing subsidy to water transpor- 
tation resulting from the assumption of 
the cost of providing or improving 
waterways and maintaining them is not 
consistent with the attempt to base 
rates on transportation costs. If, as is 






















often alleged, motor-vehicle transpor. 
tation is subsidized, because motor. 
vehicle fees and taxes do not contribute 
a proper share of highway maintenance 
and construction costs, an uneconomic 
distribution of traffic is bound to resy|;. 
The problem of subsidies to the various 
forms of transport has been under in- 
vestigation for some time by the staf 
of the Federal Coordinator of Trans- 
portation, and no assumption is made 
here regarding the extent to which vari- 
ous forms of transport are subsidized. 
But until such subsidy as may exist is 
removed there can be no economically 
sound distribution of traffic between 
different forms of transport. But when 
a regulatory body is concerned with the 
rates of competing forms of transport, 
it must take the costs actually incurred 
by the transporting agency. It cannot 
base rates on costs, however real they 
may be, that are not incurred by the 
carriers but which are defrayed by the 
general taxpayer. It is important, there- 
fore, that all forms of transport be put 
upon a user basis if, through rates based 
on cost, a sound apportionment of 
traffic is to take place. 
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aie ol Capital Goods Production during Re- 


covery 
There are several reasons why an ex- 
cessively large production of capital 
goods is begun late in recovery. A need 
for capital goods is felt then. Because 
of obsolescence and depreciation during 
the depression and of growth of demand 
lor various goods, it becomes clear that 
available capital equipment will shortly 
be inadequate to produce the goods de- 
manded. It is apparent at such a time 
that prices are due to increase rather 
than to decrease, and hence for some 
part of the near future it would cost 
more rather than less to produce capi- 
tal. Although these costs are higher than 
in early recovery, early recoveries seem 


‘A large proportion of the NRA codes (which were 
‘stituted early in recovery), for instance, contained 
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THE TIMING OF CAPITAL PRODUCTION AND THE 
NEED FOR FORECASTING 


BY ELMER C. BRATT 


less dependable. They may be tempo- 
rary, in which case costs may be lower 
in the near future. There is a great deal 
of excess capacity already; and with the 
losses or low profits currently being sus- 
tained, few business men care to assume 
the risks of creating additional capac- 
ity.! Late recovery still has a prosperity 
ahead, and the creation of additional ca- 
pacity has the advantage that the peak 
use of capital equipment comes later. 

Offhand these reasons for beginning 
the production of much capital equip- 
ment late in recovery might appear to 
be sufficient warrant for the practice. 
There are, however, even stronger rea- 
sons why a disproportionate quantity 
of capital goods should not be begun 
at that stage. First, the indicated de- 
mand is partially illusory, and this, 
taken together with the duplication 
of facilities which tends to occur in a 
competitive society, leads to an exces- 
sive quantity of capital goods in certain 
industries in the ensuing prosperity. 
Second, if, by some means or other, 
capital could be produced at a more 
nearly even rate throughout the cycle, 
depressions would be much less severe. 

The deceptiveness of current de- 
mand as an indicator of the need for 
capital equipment rests predominantly 
upon the fact that this need is not deter- 
mined by the use to which such equip- 
ment may be put in the near future, but 
upon the use to which it may be put 
during its life. Its life ordinarily is per- 
haps ten or fifteen years; while the pros- 


direct or indirect provisions against the creation of 
additional capacity. 
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perity period immediately ahead, the 
requirements for which comprise the 
ultimate estimate of most businesses in 
deciding whether or not capital shall be 
produced, will last but a small portion of 
this time. As occurs when replacement 
demand is temporarily abnormally 
large, the capital equipment required to 
fulfill current demand may be greater 
than that which will be needed for a 
long time to come. This situation would 
not be a serious matter, however, if 
there were no tendency to duplicate 
facilities. At almost all times a signifi- 
cant proportion of the equipment in 
any industry is old and will soon need 
to be retired. Although the total capital 
equipment for the current prosperity 
may be excessive for future years, soon 
part of the currently available equip- 
ment will no longer be usable. 

When a large increase in the need for 
capital equipment in any given indus- 
try becomes apparent in a competitive 
society, the production of equipment is 
not limited by the amount indicated. It 
appears that the extent to which capital 
is overproduced is closely related to the 
extent to which a large increase in de- 
mand is indicated for a short period of 
time. Although a supply of capital just 
great enough to satisfy the current de- 
mand in a prosperity might not amount 
to a very burdensome overproduction, 
duplication of the production of re- 
quired facilities by different concerns 
may produce this result. 

The demand for capital is a derived 
demand. What is wanted is facilities for 
the production of consumers’ goods. 
Mr. J. M. Clark has clearly shown that 
derived demand of this sort manifests 
a much wider fluctuation than the de- 
mand for consumers’ goods.” This prop- 


2See J. M. Clark, Strategic Factors in Business 
Cycles. New York: National Bureau of Economic 
Research, 1934, pp. 33-39, and references there cited. 





osition assumes that capital will b. 
produced at the time an increase jy 
the demand for its usufruct indicates 
a need. It is true only if the capital ha: 
a comparatively long life. If it lasts ten 
years, to build enough to make possible 
the production of one million units of 
the product during the coming year wil! 
automatically necessitate the building 
of enough to produce ten million units 
of the product in the course of the nex: 
ten years. Furthermore, the building of 
capital equipment only when it appears 
that there will shortly be need for it 
permits an important deterioration in 
the average condition of the capital in 
the interim from one cyclical peak unt! 
a considerable increase in demand again 
occurs. If demand for the usufruct has 
fallen off, or if a slackening in demand 
appears, not all or possibly none of the 
worn-out capital need be replaced. It 
will be seen that the hurried effort to 
replace capital which has either worn 
out or become obsolete during the de- 
pression, taken together with the builc- 
ing of enough capital to care for any 
increase in the demand for the product, 
accounts for the marked concentration 
in the initiation of capital equipment 
production late in recovery. 

Such a high concentration creates 4 
significant disequilibrating factor over 
the cycle. The period of time required 
to complete the production of the capi- 
tal equipment begun late in recovery 
has been dubbed the “period of gesta- 
tion.” In the early stages of this period, 
business conditions are buoyed up by 
the payment of purchasing power t0 
workers employed in the capital goods 
industries without the work they © 
resulting in a flow of consumers’ goo: 
to the market. At the ending of this pe- 
riod of gestation, business conditions 
are depressed by the availability of i™- 
creased capacity to produce consume!s 
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goods, which tends to drive their prices 
down. If the increase in the demand for 
the usufruct of the capital has slowed 
down—and this is almost certain to 
occur—there will be a decrease in the 
demand for capital equipment. 

With a constant demand for con- 
sumers’ products, new capital equip- 
ment is required for replacement only. 
Any increase in the demand for con- 
sumers’ products, however, will result 
in additional demand for capital equip- 
ment; and the greater the increase in 
the demand for consumers’ products, 
the larger will be the amount of capital 
equipment required. 

It will be seen that a highly disequi- 
librating factor would be eliminated if 
capital equipment could be produced 
eficiently at an approximately even 
rate through the cycle, instead of being 
produced when it appears that addi- 
tional capital can be used in the imme- 
diate future. This result could be more 
nearly accomplished than under pres- 
ent methods of deciding to build capital 
equipment by using long-time trend 
forecasts as a basis of decision. 


Trend Estimates 


If the production of capital goods de- 
pended solely upon the indication given 
by the long-time growth in each indus- 
try, the present variation over the cycle 
in the rate of capital production would 
largely disappear. In fact, if the deci- 
sion to produce capital did not at all de- 
pend upon the extent to which capital 
could be used in the immediate future, 
more capital might be produced in de- 
pressions than in prosperities; for the 
cost of producing capital is less in de- 
pressions. While no such faith in the in- 
dications of long-time trend growth is 
‘See the writer’s Business Cycles and Forecasting. 


\hicago: Business Publications, 1937, pp. 34-673 
Kelations of Institutional Factors to Economic 
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at all possible, the writer believes that 
an increased reliance upon such indi- 
cations is conceivable. The basis for 
this belief is presented in the following 
paragraphs. 

Many have implicitly assumed that 
the forecasting of long-time trends de- 
pends upon the establishment of the 
law of growth, the incorporation of it 
in an equation, and the fitting of this 
equation to data representative of the 
industry. There was a prevalent belief 
a few years ago that the S-curve (as 
incorporated in logistic or Gompertz 
equations) represents the law of growth 
for industries and for life processes. It 
is doubtful if the S-curve, when used by 
itself, will produce a satisfactorily prac- 
tical forecast of the long-time trend of 
any industry.*® For no industry is evi- 
dence available, in the first place, of the 
satisfactory establishment of the law of 
growth and, in the second place, of the 
incorporation of such a law in an equa- 
tion of whatever sort. 

In spite of the failure to produce sat- 
isfactory results by direct attempts to 
state the law of growth, less direct 
methods will usually tell us something 
of value regarding the future trend. Al- 
though the many factors reacting upon 
any industry seem to preclude the pos- 
sibility of stating, once and for all, the 
law of growth, the cases where abrupt 
change has taken place are relatively 
rare. If, in the past, the growth of any 
individual industry for a ten-year pe- 
riod has but rarely been unrelated to 
that during the prior ten-year period, 
it is reasonable to believe that some- 
thing can be done on forecasting the 
long-time trend. Furthermore, there 
are logical reasons for believing that 
the determinants of the long-time trend 


Equilibrium and Long-Time Trend,” Econometrica, 
April, 1936. 
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change but slowly. The quantity of 
various types of goods demanded de- 
pends largely upon our habits and insti- 
tutions. Habits and institutions change 
slowly. 

In considering any one commodity, it 
is conceivable that a competitive type 
of product may take its place. If it does, 
however, considerable time will almost 
invariably be required. Except in the 
most dynamic situations, the substi- 
tuted product will already be of some 
importance if it is to detract greatly 
from sales of the first product in the 
near future years; and a careful, in- 
ductive analysis should reveal a great 
deal regarding the extent to which 
a continuation of the substitution can 
bei expected for some time into the 
future. 

Second only to the substitution of 
products, the growth of individual in- 
dustries depends upon the growth of 
total industry. The number of units of 
a consumer’s good, such as an automo- 
bile, which can be sold depends upon 
the standard of living. The average 
standard of living improves only with 
the growth of total industry. It is rea- 
sonable to believe that the growth of 
total industry in the near future will be 
largely determined by conditions now 
present, and therefore that something 
can be said about the future growth of 
total industry.‘ 

Of marked importance in determin- 
ing the growth of an individual indus- 
try is any change which may take place 
in the use to which the product is put. 
Changes may take place in the effi- 
ciency of producing the product, bring- 
ing about a change in the price at which 
4 The writer holds that the principal factors determin- 
ing the growth of total industry are the following: 
changes in technological ability, savings, population 
growth, efficiency of selling and distribution, per- 


centage of the population gainfully employed, 
economic use of new capital, condition of natural 
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the product is sold. The quality of the 
product may change over time. The 
effects of changes in use, price, and 
quality are of chief significance in de. 
termining the extent to which one prod- 
uct may be substituted for another, but 
must be considered in any case in con- 
nection with questions regarding the 
exploitation of new markets. 

It appears that (1) substitution of 
competitive products, (2) growth of 
total industry, (3) change in use, (4) 
change in price, and (5) change in qual- 
ity comprise the principal determinants 
of the growth of most individual indus- 
tries. In given cases, however, there 
may be other determinants of marked 
importance. For all industries appeal- 
ing to a restricted age group, popula- 
tion growth will have much to do with 
industrial growth. It is now clear that 
we must anticipate an increasing pro- 
portion of old people in the years of the 
near future, and therefore the sales of 
any product going predominantly to 
old people will tend to be speeded up 
compared to the sales of all goods. Any- 
one studying the determinants of the 
long-time trend of any individual in- 
dustry must consider his problem to be 
unique, at least to some extent. An inti- 
mate, detailed knowledge of the indus- 
try will be very helpful. 


Forecasting Long-Time Trends 


A knowledge of the factors deter- 
mining the growth of any given indus- 
try is desirable in attempting a forecast 
of the long-time trend of the industry. 
These factors must be related to meas- 
urements of past growth. The tech- 
nique of forecasting the long-time 
resources, violence of the cyclical movement, freedom 
of international trade, permanent or semi-permanent 
stresses, average length of the working week, and 


nature of the demand. See references cited in the pre 
ceding footnote. 
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(1) Discovery of the series which best 
represents growth of the industry. 

(2) Obtaining the equation of change 
which best describes the long-time trend 
of the industry in the past. 

(3) Analysis of the factors determining 
the long-time trend. 

(4) Utilization of the conclusions regard- 
‘ng the determining factors in modification 


ing 


of the extrapolated equation of change. 


on of 
th of 
>, (4) 
qual- All too frequently it has been assumed 
nants that any series of data representative of 
ndus- agiven industry will adequately portray 
there the long-time trend of the industry, if 
irked such a series is available for a long pe- 
peal- riod of time. Thus pig iron or steel ingot 
pula- production is frequently used to repre- 
with sent the growth of the steel industry, 
that but neither series faithfully exhibits 
Pro- this growth because of the decreasing 
f the importance of iron and the relative in- 
es Ol crease in the importance of steel.® Since 
y to what is wanted is a measurement of the 
d up changing use of the product, consump- 
Any- tion of the finished product provides 
| the the most desirable series. Such series 
| in- often are unavailable for a long enough 
‘0 be period to represent the trend. They 
inti- often involve the additional difficulty of 
dus- changing quality of the product. If the 
production series is used instead of con- 
sumption, it is necessary to be sure that 
neither exports nor imports have grown 
more rapidly than the use of the prod- 
uct. If a series representing a raw mate- 
rial or a semi-finished product is used, 
it is necessary to be sure that the to- 
tal of other component parts of the 
product have grown with about the 
same rapidity, and that used second- 
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anent * See the author’s article, ‘How Can the Growth of 
the Steel Industry Be Measured?,” The Iron Age, 

, pre- November 14, 1935. 

‘For an application of this method to the steel indus- 

wy, see the author’s “Forecasting the Growth of the 


The Timing of (apital Production 


433 


ary or reclaimed products have not 
been omitted. Great care must clearly 
be exercised in picking the series to be 
used in measuring the long-time trend. 

Since the outlook for the establish- 
ment of the law of growth is so unfavor- 
able, we cannot expect to obtain the 
equation of the long-time trend in this 
way. A more inductive method should 
give useful results. Fitting different 
equations to the data to measure the 
trend line produces diverse results be- 
cause of the choice made regarding (1) 
the trend equation and (2) the time pe- 
riod to use. A reasonable range of equa- 
tions should be fitted to the data, and 
each should be fitted to several periods. 
The results obtained may be compared 
with the assumptions made and the 
characteristics of the periods to which 
the equations are fitted in order to dis- 
cover the most plausible measurement.® 

We have considered above the type 
of factors which determine the long- 
time trend of an industry. The trend 
measurement reflects the results of 
the influence of these factors in 
the past. It might seem, therefore, 
that the extrapolation of the trend 
would comprise an adequate trend fore- 
cast, that no consideration need be 
given to the factors determining the 
trend growth. There are, however, two 
reasons why each of the determining 
factors needs to be given detailed con- 
sideration. First, its influence in the 
future may clearly be foreseen to differ 
from that of the past. If this is true, 
it may become clear that an extrapola- 
tion of the trend measurement of the 
past will be unjustifiably high or low. 
Second, the inductive method of trend 


Steel Industry,” The Iron Age, March 19, 1936; 
“Long-time Trend of Steel Industry: Probable 
Future Growth of Principal Uses,” The Annalist, 
December 25, 1936. 
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forecasting here advocated will at best 
be inexact and provide a range within 
which the future trend can be expected, 
and it is very useful to study the fac- 
tors determining the trend as a check 
against the trend measurement. 


Government Control and Trend Forecasts 


Colonel Leonard P. Ayres has held 
recently that “‘there can be little seri- 
ous or helpful long-term forecasting 
[as long as we operate] under a system 
of managed economics,” a system under 
which the government controls fun- 
damental economic conditions.’ The 
writer doubts if the control exercised 
by the government is in general sig- 
nificant enough as a determining fac- 
tor under present conditions to make 
it impossible to form a reasonable judg- 
ment as to the influence of determining 
factors in the near future. Production 
of all kinds has as its ultimate purpose 
the creation of products and services 
for consumers. Granted that the eco- 
nomic control exercised by the central 
government is much greater in the 
United States today than it was before 
the depression, do not questions of 
economy and consumers’ demands con- 
trol much as ever? The writer would 
agree that the trend growth of cer- 
tain specific industries and enterprises 
(such as silver production, beet sugar 
production in the United States, or en- 
dowed institutions) may have been 
made uncertain but cases of this sort 
are relatively of small importance. 

In spite of Colonel Ayres’ language, 
it appears that he does not so much in- 
tend to deprecate long-time trend fore- 
casting under current conditions, as 
does he wish to point out that govern- 
ment regulation has made for an in- 
crease in uncertainty, and that it has 


7Leonard P. Ayres, ‘Managed Economics and the 
Future,” The Bankers Magazine, February, 1937. 
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therefore tended to decrease the exten; 
to which capital is built when there j; 
no immediate demand for it. 


At the bottoms of earlier depression; 
interest rates fell to low levels that made 
it possible to borrow new funds on ad. 
vantageous terms. Then enterprising busi- 
ness men started new construction, and 
increased and improved their facilities 
in the full faith that they were justified jy 
taking present risks in the expectation of 
making future gains. They did not wait 
for profitable business to accumulate.’ 


The extent to which long-time trend 
forecasting has been used as the basis 
for producing capital goods at the bot- 
toms of earlier depressions cannot be 
stated precisely. It is clear, however, 
that the practice has not been the con- 
trolling one in general, since, in spite 
of the low prices prevailing in depres- 
sion, capital production has always 
been small compared to such produc- 
tion after recovery has been well under 
way. The failure of business to im- 
prove in this depression at a time lag, 
after interest rates became very low— 
approximately equivalent to that o! 
earlier depressions—is not pure evidence 
that government control prevented the 
building of capital equipment, however 
important this influence may have 
been. 

Even the production of capital goods 
late in recovery, when the available 
supply of capital is not adequate to 
supply the current demand for usv- 
fruct, presupposes a long-time trend 
forecast, whether this forecast be ¢1- 
plicit or implicit, since the capital being 
built ordinarily will last for a consi¢- 
erable period, not just long enough 
produce the increased usufruct cur 
rently demanded. Under most circum 
stances, moreover, the capital must 
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produce for a substantial proportion of 
‘ts life before it pays for itself. If, due 
to technological advances, the newly 
produced capital equipment is some- 
what more efficient than the previously 
existing capital supply, probably it 
will be in use most of its life. The more 
eficient capital goods will be kept in 
operation when the less efficient are idle. 
lf only newly formed companies should 
produce the new capital, this might 
infer no long-time trend forecast; for 
the new company could profit at the 
expense of the old. As it is, however, 
the old companies produce new capital 
equipment as much or more than new 
companies. If the old capital has not 
become obsolete, the production of new 
presupposes that the additional capac- 
ity can be used during its life. 


Use of Long-Time Trend Forecasts 


When the writer has presented the 
need for long-time trend forecasting, 
the questions most frequently asked 
ire: How could it be put into practice? 
Does not such a scheme presuppose 
centralized control? Long-time trend 
forecasts for each given industry should 
be made by those fully acquainted with 
the industry concerned and otherwise 
qualified to make such analyses. The 
writer believes that it is a matter of 
indifference whether the government, 
trade associations, or private compa- 
nies make the forecasts, although con- 
siderable resources will be required of 
anne making them. Perhaps it would 
be best if at least two independent fore- 
casts were made for each important 
industry, so that each one might be 
used as a check on the other. 
_ Building capital equipment accord- 
ing to the indications of the long-time 
trend does not presuppose centralized 

trol. If understood, the long-time 
trend forecast could be used by each 
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individual business as a factor to help 
decide whether or not capital should be 
expanded. If its financial position is 
not such as to warrant it, a corpora- 
tion would not likely build capital 
equipment even though the long-time 
trend forecast indicated such a need. 
Any management which doubts the 
validity of the long-time trend forecast 
for the industry concerned should be 
at liberty to disregard it. It is undesir- 
able and unnecessary to coerce business 
men to follow the indications of the 
long-time trend. The desirable result 
will be achieved if the forecast is made 
available to the more courageous and 
intelligent. If, as a result of the evi- 
dence provided, such individuals decide 
to produce capital in the depression in 
industries where the long-time trend 
indicates that new capital will be 
needed in the following prosperity, the 
desired result will be accomplished. De- 
pressions will be made less severe. 
Although attention given to the long- 
time trend forecast would thus appear 
to shift the timing of capital produc- 
tion to some extent, there is no reason 
to believe that it would prevent the 
overbuilding of capital in prosperity. 
It is not possible at the present time 
that such forecasts could do more than 
indicate the future normal level within 
a considerable margin of error, and 
hence capital expansion programs must 
be kept open to immediate revision 
even though the indications of the 
long-time trend are followed. Even if 
forecasts were perfect and closely fol- 
lowed by all managements, capital 
overbuilding would still occur in pros- 
perity. The emotional aberration of the 
prosperity period leads business men 
to make optimistic commitments. Even 
though each of several concerns used 
the long-time trend of their industry 
as a guide, each would tend to overes- 
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timate its future share of the business. 
A duplication of facilities would result. 

The use of long-time trend forecasts 
as a guide to the building of capital 
equipment is precisely opposite to the 
use of a forecast of a year ahead as a 
guide. The writer believes that the pres- 
ent practice is largely to attend to the 
forecast of a year ahead in deciding 
whether or not to build capital equip- 
ment. Such a forecast leads to large 
production of capital in prosperity and 
great curtailment in depression, a vari- 
ation which might be reduced some- 
what by giving more attention to 
long-time trend forecasts. The basis for 
them is sounder than the basis for 
short-period forecasts. At any one time, 
what will happen during the next few 
months is dependent upon the super- 
ficial, temporarily unbalanced condi- 
tion of the business cycle, while what 
will happen to the normal level in the 
near future years is dependent upon 
the logical balance of economic forces. 
The former rests heavily upon what 
may happen at the moment, while the 
latter is based upon fundamental hab- 
its and institutions. 

As an agency for reducing the vio- 
lence of the business cycle, attention 
given to long-time trend forecasting 
has much to recommend it when com- 
pared to many schemes widely pro- 
posed. Many proposals rest heavily 
upon a hypothetical transference of the 
production of durable goods from the 
prosperity period to the depression 
period. The most widely discussed 
scheme of this sort is the planning of 
public works so that the bulk of the 
program is carried out in depression. 
The difficulties facing such public 
works programs, however, appear al- 
most insurmountable. It is difficult 
enough to envisage an adequate pro- 
gram of long-range planning conceived 
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on sound principles with provision for 
“sterilization” of any reserves built 
up in prosperity. It is impossible to 
believe at the present time that a pro- 
gram of planning works in prosperity 
to be executed in a depression of un- 
known date could be found politically 
expedient. As witness, the reader’s at- 
tention is called to the vast program of 
public works and rearmament being 
put into execution all over the world 
at the present time, after the worst of 
the depression has long been past. 

Use of long-time trend forecasts as 
a guide to the building of capital equip- 
ment comprises the only conceivable, 
sound “buy-now campaign.” The ex- 
hortation to buy now has been backed 
by faith and hope alone in campaigns 
of past history. A sound, long-time 
trend forcecast would provide ample 
reason for buying durable goods in some 
industries in depression, and it is the 
durable goods rather than short-lived 
goods which are so excessively cur- 
tailed by depression. 


Summary 


This paper considers the expedience 
of the present methods of determining 
need for capital equipment, and the 
appropriateness of an alternative pro- 
cedure. Capital is built when it appears 
obvious that capacity will shortly be 
inadequate. This seems to be such a 
common-sense criterion that its pro- 
priety has seldom been questioned. 

The alternative procedure is to at- 
tend to the long-time trend in planning 
to build capital equipment. Since the 
demand for capital is a derived de- 
mand, the production of enough dur- 
able capital to fulfill the current 
demand will mean the creation 0! 4 
sizable capital inventory in addition. 
The result is that an excessive pro 
portion of capital production tends to 
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‘ision for be concentrated in prosperity. Such and comparisons should be made to 
res built concentration should be considerably determine which most adequately de- 
ssible to reduced if the long-time trend were scribe the growth. An analysis of the 
at a pro- sed as an indicator of demand, since factors determining growth should be 
‘Osperity it will indicate about as great a demand made and used to check against the 
n of un- for capital equipment in depression— _ trend measurement. 
litically if it can be properly computed at that Any method of trend forecasting 
mere - tne Ae oe Pe which is plausible for the near future 
gram of lhe most hopeful method of making | ty’ eae: nll 
it being long-time trend forecasts at the pres- pander ur dep -nenelings<~cmegenanag 
ie world ‘nt time involves several empirical pro- oe judgment. The use of long- 
c € 

worst of cedures. The series, available for a ‘me trend forecasts, therefore, cannot 
ast. relatively long period, which best rep- Prevent the making of mistakes in 
Casts as resents the growth of the industry building capital equipment. It does 
1 equip- should be determined and its weak- not provide a basis for placing the de- 
eivable, nesses Clearly understood. Equations of cisions regarding capital expansion in 
The ex- various types should be fitted to several the hands of central authority, or for 
backed different periods of the series chosen, removing them from private industry. 
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100% BANK RESERVES 
BY GEORGE BUCHAN ROBINSON 


CHARACTERISTIC of the 
present period is that new pro- 
posals are being put forward 

which are intended to prevent a recur- 
rence of boom and depression. Of these, 
the proposal for what is called “100% 
money” is one of the more important 
because it seems to have gained con- 
siderable support, including possibly 
some measure of political acceptance. 
It will be argued herein, however, that, 
as presented, it is not in contact with the 
true difficulties in the financial order. 

The proposal is that banking “‘on the 
fractional reserve principle” should be 
abolished. It has taken several forms, 
offering variations in details but hav- 
ing, in the main, a common origin and 
a common objective. 

The common origin is the view that 
banking, by “creating and destroying” 
1A memorandum issued by Professor Henry C. 
Simons and others, of the Faculty of the University of 


Chicago, 1933. This will be referred to herein as the 
“Chicago plan.” 

Irving Fisher, 100% Money. New York: Adelphi 
Press, 1935. 

See also “The too Per Cent Reserve Plan” by 

James W. Angell, Quarterly Journal of Economics, 
November, 1935, p- I. 
2 The Chicago plan would direct the monetary author- 
ity to buy gradually with government currency from 
the present banks a sufficient amount of assets so that 
at the end of two years the said government currency 
would be outstanding (in circulation, and as 100% 
coverage for all the demand deposits) in whatever 
amount would satisfy the “monetary principle” of 
the plan. For the transition period that principle 
would be the maintenance of a price level, but there- 
after would become, preferably, a stabilization of the 
quantity of effective money (money plus credit). The 
governing principle would be written into the statute, 
and the monetary authority would have little dis- 
cretionary power. The memorandum says: “‘Man- 
aged currency,’ without fixed rules for management, 
represents one of the most dangerous forms of 
planning.” 

Professor Fisher’s plan would have the monetary 
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bank deposit currency in the making 
and collecting of loans has usurped the 
Government’s power and duty “to coin 
money” (or control the currency); that 
in private hands this process is uncon- 
trollable and irresponsible; and that as 
the banks alternate between lending 
and collecting they play a major rdle in 
producing booms and depressions. 

The objective is to deprive both the 
banks and the public of all power to 
increase and decrease the total amount 
of the circulating media (money plus 
credit), lodging this power in a govern- 
ment monetary authority. The Chicago 
plan is largely a broad outline looking 
to that end. Professor Fisher’s book has 
undertaken to supply within that out- 
line practical details intended to relate 
the whole to present banking and com- 
mercial habits.? 


authority (a currency commission) buy with United 
States notes enough present bank assets to balance 
each bank’s demand deposits, whereupon the bank 
would divide into check department and loan depart- 
ment, the former holding 100% in United States notes 
against its demand deposits, and the latter holding the 
remainder of the bank’s assets, balanced by the capita! 
and surplus, and the time deposits. The monetary 
principle would be, preferably, stability in “a retail 
index number of the cost of living,” but the commis- 
sion would have wide powers to explore and apply 
other indexes. The commission would be required “to 
control the value of the dollar in order to reach and 
maintain the index as stipulated by increasing or de- 
creasing the quantity of money in circulation. . . . ” 
(Fisher, op. cit., p. 23.) It would accomplish that 
control by buying or selling assets (bonds, notes, ¢tc.) 
with and for the said United States notes. 

The Chicago plan does not make provision for the 
subsequent financing of commerce except to say that 
“a new type of institution, substantially in the form 
of an investment trust, would surely appear.” The 
Fisher plan, on the other hand, claims for its proposec 
loan departments equal or greater credit facilities 
for commerce than exist at present. 

But unless the Chicago plan is founded on the 
premise that such facilities are unnecessary, this 
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q 100% Bank ‘Reserves 


[he 100% reserves proposal must 
for justification to prove: 

1) that the fractional reserve princi- 

ole is anything more than a rule evolved 

of banking experience which nega- 

- permits of repetitive lending by 

-jal institutions which are so or- 


tivel} 


he money they have lent (if it is not 
more than this, the concept that com- 
mercial banks “create money” is er- 
roneous); and that there are any such 
distinctions, of origin or character, be- 
-ween demand deposits and time de- 
yosits as would justify abolishing the 
former while founding a new banking 
system on the latter; 

2) that the issuance and use of 
government currency to replace the 
present commercial-loan demand-de- 
posit currency, as proposed, would, as 
claimed, prevent both the banks and 
the public from increasing and decreas- 

g the total amount of the circulating 
media; and 

(3) that the relation of bank reserve 
to deposits is the exclusive criterion for 
‘udging of the existence of a condition 
of excessive credit (or monetary) ex- 
pansion, and is therefore the exclusive 
area in which to search for means to 
prevent its occurrence. 

Of course other factors are involved. 
The proposal is broadly one for cur- 
rency management by volume. It re- 
lies, however, upon a specific technique 
lor substituting government currency 


difference tends to disappear upon examination; that 
say, it seems probable that any “new type of 
ttution(s) (which) would... appear” would 
periorce closely resemble the said loan departments of 
the Fisher plan if they should make any attempt what- 
ever to offer either credit facilities, or facilities for the 
private security of savers, which would be equal to 
se which now exist. Though it may be admitted 
the “investment trust” form of organization (for 

‘ie mobilizing and lending of money, or the delegation 
estment) has a theoretical advantage over the 

"me or savings-deposit form, that an investor cannot 
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for bank-deposit currency, and subse- 
quently managing the whole by issues 
or withdrawals of the former. This dis- 
cussion is intended to deal only with 
the theoretical origin of the proposal, 
and with certain of its claims respecting 
the said technique of substitution. 


The Fractional Reserve Principle 


What is the “‘fractional reserve prin- 
ciple,” and what is the substance of the 
objection to it? What is there to the 
complaint that banks operating on this 
principle “‘manufacture money” or 
“usurp the Government’s power to 
control the currency’’? Is the principle 
merely an improper franchise which has 
permitted the banks to lend ten times 
as much cash as they possess, or can 
the development of banks be described 
as a more reasonable process? Would 
the 100% plan, as presented, abolish 
the principle, or only limit its operation 
to the time deposit with equal oppor- 
tunity for error in that field? 

The fractional reserve principle (or 
the 10% [now 20%] reserve require- 
ment) lays a limitation upon banks not 
to lend all the money (or claims on 
money) which has been lent to them 
(by depositors); and, by declaring the 
percentage which must be held, ac- 
knowledges the bank’s right to lend the 
remainder. Nothing less than a 100% 
reserve requirement would abolish it. 

The demand for its abolition is ac- 
cordingly essentially an objection to 


force the presentation for payment (or the sale) of the 
investments which have been made, the reverse side 
of this is that any such release of the obligation of the 
institution to pay off in cash at some date would pre- 
sumably beget perils of its own sufficient to make such 
a system a precarious reliance for commerce, as well 
as unsatisfactory to the savers of money. The loan 
departments, having been specifically described, have 
been taken accordingly herein as being representative 
of such credit facilities and time-deposit facilities as 
would exist. 
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the lending, by demand deposit banks, 
of any borrowed (deposited) money. 
This objection, however, does not apply 
to time deposits or savings deposits. It 
appears to be believed that the latter 
are not “‘created out of loans” and thus 
do not invade the monetary problem. 
But clearly time deposits would have 
to vanish along with the demand de- 
posits in fulfillment of the 100% idea 
unless some distinction between them 
can be shown which is so genuine that 
it would justify the entire freedom 
of the banks to lend the former while 
being prohibited from lending the latter. 

The Chicago plan does not offer any 
such distinction, so that it may be 
proper to regard its “new institutions” 
rather as concessions to a practical 
world. But Professor Fisher differenti- 
ates sharply between the two, regard- 
ing demand deposits as the product of 
loans and as ““manufactured money”’, 
and time deposits as the source of 
loans and as “‘real money.’”? 

A comparison of the balance sheets 
of a commercial bank and a savings 
bank, however, will not itself establish 
any such distinction. Both show as- 
sorted loans, balanced by deposits and 
capital, and no evidence whatever as to 
whether the loans produced the depos- 
its, or the reverse, or of the “reality” 
of either. It is clear only that they are 
about equal, and that they appear to 
have arisen together. We are asked to 
believe that, in the main, the loans pro- 
duce the deposits in the commercial 
bank and the deposits produce the loans 
in the savings bank, and that only the 
latter constitutes a proper use of money. 

But of the four factors involved, 
these concepts explain the sources of 


3“The banks could no longer overlend by manu- 
facturing money out of thin air.” (op. cit., p. 16) 

“ New loan funds would come out of savings banks, 
but no longer out of thin air.” (p. 81) 
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only three, namely, the loans and de. 
posits of the commercial banks, and the 
loans of the savings banks. The source 
of the savings deposits is missing. |; 
can be supplied easily, but not withou; 
attacking the distinction which has 
been proposed between “real” and 
“manufactured” money. That source 
frequently, and possibly preponder. 
antly, is the demand deposits of the 
commercial banks. A single transfer of 
such a demand deposit, as for pay roll, 
divorces it from all connection with its 
apparent origin in a commercial bank 
loan, and it may in part, and often 
does, reappear (even in the same bank 
on the same day) in the form of a say- 
ings deposit, still resting for validity on 
the loan which “‘created”’ it. 

It would appear, however, if “man- 
ufactured”’ or “imaginary” money can 
become “real” so easily, that there 
must be some offset to the process, or 
all money would soon become “ree!” 
as it flowed through the savings banks. 
The offset could only be that such “real 
money,” when deposited in the savings 
bank, would revert to its imaginary 
status as soon as the savings bank 
should lend, buying, say, New York 
City bonds and paying, of course, in 
such form that New York City would 
acquire a demand claim on a commer- 
cial bank. The cycle would thus be from 
“imaginary” to “real” to “imagi- 
nary,” with the result that the entire 
distinction seems imaginary, so impos- 
sible is it to believe that money can 
become real by being saved or unreal 
by being lent. 

Nor does there seem to be more sub- 
stantial reality in the view that com- 
mercial banks typically create their 


“But typically, and for the most part, checking 
deposits are manufactured out of loans.” (p. 34) 

“The savings bank does not create its deposits. It 
lends the funds deposited in it.” (p. 38) 
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and de. . demand deposits whereas the reverse $100,000 cash. A bought something 
andthe ‘s true in the savings banks. The bank- __ with it from B who brought it back to 
€ source ing process may have been started bya CC as a loan to him at 2%. Then CC 
sing. It bank, as it lent its money (its cash lent the same money to C, who bought 
Without capital); or by depositors, as they lent from D, who in turn lent to CC exactly 
ich has theirs to banks. It goes on in repetitive as B had done. In due course CC 
l” and & lending by the banks, both commercial __ learned that B or D might call on him 
- source and savings, but merely at a much for some part of their loans to him, and 
ponder. & faster pace in the former because of the _ consequently he began to lend less than 

of the JF — greater rapidity with which the money _ the full $100,000. The sum which he 
nsfer of lent returns to them for deposit and kept in hand constituted his “reserve.” 
ay roll, re-lending. But he found also that B’s and D’s 
with its - usual demands on him were for pay- 
al bank Repetitive Lending ments which they wished to make to 
1 often It is interesting to note, therefore, other members of the community, 
e bank that the 100% money proposal does not namely X, Y, and Z, and that the latter 
f a sav- object to repetitive lending per se. Pro- persons also returned such money to 
dity on fessor Fisher has approved it, provided _ him for their own accounts. His reserve 
it is done with “‘real money.’’* An illus- | requirements were accordingly small 
“man & tration of how repetitive lending by an _— (probably about 10%). In any case by 
ley can individual can produce a bank, with lending and borrowing the same money 
. there both commercial and savings depart- repetitively (there would be no differ- 
e8S, OF ments, should serve to show the inva- ence if he had borrowed the original 
“real” lidity of the claim respecting a reversal sum before he lent) CC finally pos- 
banks in the causal sequence of loans and de- sessed the notes of A, C, E, G, et al. 
1 “real posits in the two types of institutions. for $1,000,000, and owed the same 
avings #& Assume that a self-contained com- amount to B, D, F, H, et ai., including 
ginary munity some forty years ago had no X, Y, and Z. He had in hand also his 
bank bank, but had a single conspicuous cit- _ original capital of $900,000 investments 
York izen (hereafter called CC), who was and $100,000 cash, plus some interest 
rse, in noted for his word and wealth. It will gain. (To have accomplished this, how- 
would & be said that he owned $900,000 of in- _— ever, without any loss of cash, it may 
mmer- vestments and $100,000 of cash (gold _ have been necessary also to offer 4% 
e from or government currency). He let it for time deposits or savings deposits.) 
magi- be known that he would pay 2% for Then on a wave of banking reform 
entire & money, repayable on demand, and that CC was required to incorporate as a 
mM pos- he would lend at 6%. His first trans- bank.’ It would then have been dis- 
y can action was a loan to A of the said covered that there was $1,000,000 of 
4 
— *“Of course the volume of loans can exceed the transaction, for the simple reason that the lender 

j volume of money just as sales do. The same money could not lend what he didn’t have, as banks can and 

> sub- can negotiate one loan after another just as it can do.” (p. 34) 

com- negotiate one sale after another. It can even come 5 Many private banks had this experience. Some had 

their back to the same savings bank and be re-lent. So long the experience recently. The illustration has been over- 
as the loans are made out of real money and not out of simplified for brevity. It is believed, however, that 
money manufactured by the lender for the purpose the functioning of a single bank in such a community 

necking they will not violate the 100% principle.” (p. 38) resembles the functioning of the entire banking system 

) “If the two parties, instead of being a bank and an if that is regarded as being one bank with 15,000 

sits. It individual, were an individual and an individual, they branches. 


could not inflate the circulating medium by a loan 
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new ‘‘money” in the country, namely 
the “‘deposits”’ of the new bank. Before 
then it had appeared only that the same 
$100,000 had been doing a large amount 
of money work. 

It seems clear that the factors which 
enabled the said conspicuous citizen to 
repeat the lending process so often 
were, first, the public preference for 
lending (depositing) as against hoard- 
ing, and second, his monopoly of 
trustworthiness within the community. 
Some persons, by making time deposits, 
deferred their claims against him for 
the higher interest. That did not change 
either their origin or reality, and there 
are no such distinctions between de- 
mand deposits and time deposits (or 
any substitute therefor). The appear- 
ance that commercial banks “‘manu- 
facture money,” and that savings banks 
do not, can be fully explained by the 
rapidity with which sums lent by com- 
mercial banks return to them for de- 
posit (even if they journey through 
the savings banks), as contrasted 
with the slowness with which the sums 
lent by savings banks now return to 
them. 

Thus the loan departments would 
have no support from any distinctions 
of “reality” or origin which exist 
between demand deposits and time de- 
posits. They would cater to the pub- 
lic preference for lending as against 
hoarding, and they would have a mo- 
nopoly of trustworthiness as deposi- 
tories. They would be conspicuous 
institutions which would serve as mo- 
bilization points for money. The rapidity 
of the return flow to them would pre- 
sumably be less than with the present 
commercial banks, and certainly it 
would be variable with time and also 
with the terms and conditions of time 
deposit, but there would exist only one 
alternative to the use of their facilities 
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by the public, namely, deposit with the 
check departments, which, for all sums 
not intended for prompt expenditure, 
would be the equivalent of hoarding. — 

The substance of the objection to the 
“fractional reserve principle”’ is thus a 
complaint against the lending of bor- 
rowed money by institutions which 
appear so conspicuous for being trust- 
worthy (plus having something of 
monopoly in that regard) that the 
money which they lend returns to them 
promptly, as deposits, to be re-lent. To 
whatever extent the loan departments 
would succeed to that reputation and 
monopoly (and assuming continuation 
of the public’s preference for lending 
as against hoarding), they would be vi- 
olations of the theory of the proposal. 
The fractional reserve principle would 
thus remain in effect to whatever ex- 
tent the public should lend and com- 
merce should be able to borrow. 

It would appear, moreover, that it 
cannot be said that the use of these 
loan department facilities would not in- 
vade the monetary equation. The usual 
purpose of a new borrowing is an ex- 
penditure, and the usual effect of pay- 
ing a loan is a retreat of money from 
demand over goods. It seems reason- 
able to expect that such increases and 
decreases (within the loan depart- 
ments) of that part of the money sup- 
ply which is actually circulating would 
have their customary effect. This 
should be more apparent after an ex- 
amination of the claim that under the 
100% proposal neither the banks nor 
the public could increase or decrease 
the money supply. 


Variations in Quantity of Money 

The claim that neither the banks nor 
the public could expand or shrink, the 
supply of the effective money (money 
plus credit) is of the substance of the 





















th the 100% proposal.® In examining this 
-laim, Professor Fisher’s proposed loan 
tonartments will be taken (for the rea- 
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ons heretofore stated) as representing 
she sole credit facilities which would 
hus a remain 


~ bor In Chapter IV of 100% Money Pro- 
which fessor Fisher has presented tables to 


show the effects of dividing the present 
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In Balance Sheet (B) it has been as- 
sumed that a sufficient amount of assets 
($1,300,000) has been sold to the “‘Cur- 
rency Commission” for United States 
notes to give the check department 
100% cash coverage for its deposits. 

Balance Sheet (C) is of the residue 
of the original bank (A) after the segre- 
gation of the check department (B). 


#4 ol 
- the (A) A Present Banx 
them Assets Liabilities 

<3 Cash and Due from Federal Reserve Bank $ 200,000 Capital $ 200,000 
t. Loans, etc. 2,000,000 Demand Deposits I, 500,000 
nents Time Deposits §00, 000 
— $2,200,000 $2,200,000 
ation 
iding (B) Tue Cueck DeparTMENT 
€ Vi- (after the division) 
sale Assets , Liabilities 

eer ind Due from Federal Reserve Bank $ 200,000 Demand Deposits $1, 500,000 
YOUIG United States Notes I, 300,000 
r eX- ee te ee eee SS 
com- $1, 500,000 $1, 500,000 

(C) Tue Loan DEPARTMENT 
at it (after the division) 
these Assets Liabilities 
ee $700,000 Capital $200, 000 
ot in- Time Deposits 500,000 
isual a sntoeiaie 
$700, 000 $700,000 





















To? 


pay- Waercr 
from banks into check departments and loan 


baie departments. An individual bank state- 
oad ment is cited here, for the purpose of 
veel then dividing it into the two depart- 
ments on the said formula, afterwards 


sup- ; 
ould test the claim concerning the public 
This irculation. It will be noted that in the 
po vision of Balance Sheet (A) into (B) 


C), the entire reserve goes into 
the check department (B) and the en- 
tire capital remains in the loan depart- 
ent (C). 


- the 


t neither he (the depositor) nor the banks could 
ger increase or decrease the total circulating 
{ the nation, which would now be real money 
maginary.”’ (p. 60) 

the No action of the banks, nor any act of their 
rs, could change the total public circulation 
r way.” (p. 61) 


it depositors . . . should pay all their loans 


In Balance Sheet (A) the “‘effective 

money,” or the “public circulation,” 
or the “nation’s volume of money” 
(in this bank), is clearly $1,500,000, 
namely, the amount of the demand de- 
posits, and that sum would not be 
changed by the division.” But if the 
loan department should have any lend- 
ing power whatever, either at the mo- 
ment of the installation of the plan, or 
later when some existing loan should be 
paid, it would have to be possessed of 
atonce . . . the nation’s volume of money would not 
be affected thereby.” (p. 13) 
7 “The savings deposit ought not to be called a deposit 
at all... . Demand deposits turn over 25 to 125 
times as fast as savings deposits. A savings deposit 
is an investment, a loan by the depositor.” (p. 152) 
This would apply also to time deposits, as Professor 
Fisher does not make any distinction between them. 
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some part of the demand deposits of 
the check department.’ At all times, 
therefore, when the loan department 
could lend, the amount which it could 
lend (and until it should lend) would 
represent a withdrawal from the total 
of the public circulation. Such sums 
would actually amount to bank reserve 
for the loan department, and in the 
absence of legal requirements respect- 
ing reserves they would amount to ex- 


(D) Cueck DEPARTMENT AFTER PAYMENT 


Assets 


Cash and Due from Federal Reserve Bank $ 200,000 Demand Deposits: 
1, 300,000 


United States Notes 


$1, 500,000 


(E) Loan DepaARTMENT AFTER PAYMENT 


Assets 
Cash on Deposit with Check Department 


$700,000 


(F) Consotipatep Batance SHEET 
(D plus F) 


Assets 


Cash and Due from Federal Reserve Bank $ 200,000 Capital 
1,300,000 Demand Deposits 
Time Deposits 


United States Notes 


$1,500,000 


cess reserve. They would be available 
for lending, or for paying depositors, 
but would not represent any such de- 
mand over goods in the market as the 
phrase “public circulation” implies. It 
would appear, moreover, that the vari- 
ations in the amounts of demand de- 
posits due to the public, on one hand, 
and to the loan departments, on the 
other, would be large as the public de- 
mand for credit should rise and fall. 
Balance Sheets (D) and (E) subject 
Balance Sheets (B) and (C) to a test 


8“ The Loan department would deposit its own cash 
in the Check department, and would transfer it by 
check just like any other depositor.” (p. 60) 

9 “*When later he paid his loan he would hand in his 
check (on the check department) at the lending 
department (loan department) and receive back his 
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$700,000 Capital 


Liabilities 
Due to Depositors $ 800,000 
Due to Loan Department 700 , 000 
$1 , 500,000 

Liabilities 
$200, 000 
Time Deposits 500, 000 
$700, 000 

Liabilities 


























of Professor Fisher’s view that “eyep 
if depositors . . . should pay all thei; 
loans at once... the nation’s vol. 
ume of money would not be affected 
thereby.” It will be seen from (B) and 
(C) that the only loans remaining are 
those of the loan department (C); and 
that all the cash is due to demand de. 
positors of the check department (B8). 
The loans, when paid, must be paid 
with this cash.® Balance sheets (D) and 





$ 200,000 
800 000 
§00, 000 


$1 , 500,000 


(E) assume that the $700,000 loans of 
the loan department have all been paid 
“at once” in the manner prescribed. 

The payment of the $700,000 loans 
in (C) must be regarded as having 
shrunk the “public circulation” from 
$1,500,000 (as in B) to $800,000 (as in 
D) unless it is believed that the item 
‘Due to Loan Department—$700,000" 
in (D) is still entitled to be considered 
as part of the public circulation. But 
this item will completely disappear 
note cancelled. Then the lending department (loa 
department) would deposit this check which would 
transfer to the lending department (loan department) 


the title to the borrower’s money lying in the bank.” 
(p. 71) 



































from a consolidated Balance Sheet of 
Check and Loan Departments, if one 
‘; made at this point (D plus E). 
Comparison of (F) with (A) shows a 
shrinkage of $700,000 in demand de- 
sits. It is due to the payment of 
00,000 loans. The time deposits re- 
main unchanged. To regard the item 


“ 
even 
ll their 
>] 
$ vol- 
fected 
B) and 
ing are 
*); and 
nd de- 


it (B). “Due to Loan Department—$700,000”’ 
€ paid in (D) as public circulation, it would 
D) and be necessary to believe in the reality 


of money which vanishes if the test of 
the consolidated balance sheet is faced. 
That item is bank reserve for the loan 





800 , 000 : ‘ 

700, 000 department, even in the absence of any 
aaa legal reserve requirement. In this case, 
ee at the date of Balance Sheet (E) it has 
a 100° reserve. But with less than 
ve that, the loan department would be 
mono operating on the “fractional reserve 
- principle, ” and within such a system 
B70 ,000 the fluctuating demands of commerce 
for accommodation, plus the fluctuat- 
ing desires of the public to deposit or 
esn.00 hoard, could and presumably would 
Boo. 0 accomplish the same violent changes 
= in the amount of that part of the money 
500, 0 supply which is truly the public circula- 
— tion that they do at present. These 
n paid changes would result from acts of the 
te public and the banks, as at present. 
am Nor is there any evidence that the 
hating inhappy spiral process which is begun 
Milan by the withdrawal of deposits, which 
rege ces the calling of loans, which forces 
oa price cutting, etc., would be prevented 
ae” if the —— were time instead of 
Jered demand. The period of time deposit 

1. But could not be long in any case.” 
appear Professor Fisher’s book offers evidence on this point 
= ing a letter from Messrs. F. L. von Windeggar 
nhs : ae Gregory, president and vice-president of the 
‘ aza Bank of St. Louis, as follows: “It is significant 
aor ‘ he heavy runs on banks were engineered by 


$ me time depositors. When the trouble was at 
height in January 1933 practically every bank in 
t. Lou : foi heavy withdrawals from persons who 
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The Capital-Deposit Ratio 


The 100% reserve proposal assumes 
that the existence of a state of over- 
borrowing (such as will produce a boom) 
is entirely an equation between deposits 
and reserves, and therefore that no 
other area need be examined in search 
of measures of control. 

There is, however, another “frac- 
tional principle” in banking. It may 
be called the “fractional capital prin- 
ciple,” that is to say, it is founded on 
the ratio of capital and surplus to 
deposits. Curiously, in terms of per- 
centage this has long been almost 
identical with the fractional reserve 
ratio.!! One has permitted the banks 
to owe to depositors about ten times 
the amount of the cash on hand, and 
the other about ten times the capital 
and surplus. 

The latter ratio means that a shrink- 
age of 10% in the market value of a 
bank’s assets, unless provided for by 
accounting reserves, will destroy the 
entire capital, and that any greater 
shrinkage will make it insolvent to its 
depositors. This is a definite weakness 
in banking, and one which is often 
confused with that which is claimed 
for the reserve ratio. Frequently fail- 
ures have been attributed to the latter 
which actually arose from the former. 
Banks have closed when their reserves 
were exhausted, but nevertheless be- 
cause their capital and surplus were 
gone. There has seldom been any lack 
of facilities available to banks in dis- 
tress for converting their “good” assets 


were savings depositors, and had a minimum of 
difficulty with the checking depositors. This was true 
throughout most of the country.” (p. 150) 

11 A bank is now rated as “‘Class A” by the Comp- 
troller of the Currency if its capital and surplus equals 
10% of total liabilities. Until July, 1936, the average 
reserve ratio was 10% but has since been increased to 
20%. 
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into cash. The entire money world, of 
bond market, stock market, rediscount 
machinery, interbank borrowing, and 


government aid, has been organized to 


Assets 
Cash $ 100,000 
Notes Receivable I ,000, 000 
Investments goo , 000 
$2 ’ ooo, 000 


supply them. The difficulty has usually 
been that in using such facilities banks 
have been unable to stand any shrink- 
age in values when they sold, or to 
provide any reasonable margins when 
they borrowed, because they did not 
themselves possess any such margins 
above the claims of depositors. 

On the other hand, the importance of 
the reserve ratio has been diminishing 
since 1913 and is now at its lowest 
point. In 1928 the New York Clearing 
House Association discontinued its 
practice of weekly publication of excess 
or deficit positions of the clearing house 
banks. The reason for discontinuance 
was that the figure no longer had signifi- 
cance. It had long before become a 
survival in the banking culture from 
before 1913, when bank reserve had 
meant largely gold, and a deficit in 
reserve had been a serious matter. But 
with bank reserve become Federal 
Reserve credit, instantly obtainable 
by rediscount or the sale of government 
bonds to the Federal Reserve banks, 
the importance of the actual reserves 
became lost in the much greater poten- 
tial reserves which all the Clearing 
House banks possessed. That condition 
still obtains for a great majority of 
the banks. The size of bank reserves, 
moreover, now depends preponderantly 
upon Federal Reserve and Treasury 
policies in respect to their treatment 
of such factors as gold importations 
and holdings of government bonds. 


Capital and Surplus 


Deposits 
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The balance sheet of the private 
banker heretofore cited, on the date 
of his becoming a bank, would haye 
read thus: 

Liabilities 
$1,000, 000 


T ,000, 000 


ee 


$2,000,000 


This statement portrays an unusu- 
ally strong bank, despite its low reserve 
ratio (10%). Its strength is in the 
ratio of capital-and-surplus to deposits 
(100%). It needs only $100,000 capita! 
to be a Class A bank, and it has $1,000.- 
000. The $900,000 excess capital js 
balanced by the $900,000 “‘invest- 
ments” item. This bank could lose 
$1,000,000 of its $2,000,000 assets with- 
out being insolvent to its depositors. Its 
loan-deposit currency has two-for-one 
backing, instead of ten-for-nine, a; 
with the Class A banks. It has not 
borrowed (received deposits) in any 
hazardous proportion to its net worth. 
It would therefore not easily be forced 
into any panicky calling of its loans, 
and it has adequate margin to offer if it 
wishes to borrow. Its loan-deposit cur- 
rency consequently has far greater 
stability than is possible with a 10° 
capital ratio. 

The Chicago plan discards as a dem- 
onstrated failure the theory of the 
Federal Reserve Act that qualitative 
tests for loans will produce a satisfac- 
tory deposit currency. But qualitative 
tests of bank loans are not the same 
thing as a qualitative test of the total- 
ity of the deposit currency, as a credit 
or monetary instrument. The latter 
has allowed only for 10% error, an¢ 
there are no tests of the totality 0! 
credit which are that strict or sure. lt 
does not seem unreasonable to believe 
that the freedom of banks to trade in 
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nds, notes, and other financial in- 
struments on a 10% margin of their 
wn responsibility (the “fractional 
apital principle”) has been far more 
jevastating to the quality of the loan- 
leposit currency than their right to 
lend their free cash, however rapidly 
it may return to them to be re-lent 
the fractional reserve principle). Cer- 
tainly in the light of the necessity 
which developed in 1933 of re-capitaliz- 
ing hundreds of banks, including a 
number of the largest, with government 
money, this area is entitled to con- 
sideration in the search for measures by 
which overborrowing might be pre- 
vented and the loan-deposit currency 
improved. 

Conclusion 

The fractional reserve principle in 


banking is banking. It is founded partly 
in the public preference for lending as 
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against hoarding, and partly in the 
banks’ monopoly as trustworthy de- 
positories, as these factors have given 
the banks an opportunity to lend and 
borrow repetitively, and as the experi- 
ences of banks in this process have been 
recognized in the law. 

The 100% proposal is a complaint 
against such repetitive lending and 
borrowing. It manages to preserve any 
organized credit and debit facilities 
only by relegating them to the area of 
the time deposit, on the basis (at least 
in Professor Fisher’s version) of an 
erroneous distinction of character and 
origin between demand deposits and 
time deposits. The invalidity of this 
distinction (and in the Chicago plan 
the failure to make any distinction) 
causes the proposal to rely upon a 
violation of its own theory to preserve 
such facilities. 











ECONOMIC ASPECTS OF RECREATION 


BY JULIUS WEINBERGER 


XPENDITURES of the Amer- 
ican people for recreation have 
become an important item in 

the disposition of the national income 
during the past twenty-five years. In 
the days before the automobile, motion 
pictures, country clubs, and the forty- 
hour week, people occupied their leisure 
time with such inexpensive pursuits as 
walking trips, visiting, reading, and a 
good deal of plain loafing. The quick- 
ened tempo and increased leisure time 
of today have brought with them a 
gradual change of tastes, and have ex- 
panded enormously the number of ways 
of satisfying the urge for recreation. 

The significance of these expendi- 
tures is evident from the fact that, ac- 
cording to the writer’s estimates, the 
American public in 1935 spent 8.12% 
of the national income on leisure-time 
pursuits, as compared with 25.9% for 
food and beverages, 16% for housing 
essentials, and 13.7% for attire. Thus, 
more than one-sixth of the national 
income which remained available, after 
living necessities had been purchased, 
went for recreation or amusement in 
some form. We spent one-third more 
for recreation in that year than the 
Federal Government did for recovery 
and relief, more than the Federal Treas- 
ury collected from all tax sources, and 
an amount equivalent to the income 
paid out by each of such major in- 
dustrial divisions as transportation, 
finance, and agriculture. Recreational 
expenditures exceeded the value of the 
products of the entire motor vehicle 
and rubber tire industries. Yet 1935 
was a comparatively moderate year in 
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terms of such expenditures, for in 1929 
these were 50% higher. 

The growth and development of con- 
sumption habits in the recreational 
field are of importance not only to all 
of those engaged in furnishing goods 
or services which have recreational ap- 
plications, but also to other producers, 
since changes in these habits may have 
serious repercussions on the consump- 
tion of non-recreational commodities or 
services. As an example, the use of 
radio receivers has materially increased 
the consumption of electric power dur- 
ing daylight hours, and at times has 
thrown sudden heavy loads on the 
power systems when an especially im- 
portant program was broadcast. Within 
the recreational field itself we find 
shifts of public fancy which have led 
to the rise and fall of whole industries. 
Social tendencies and the attractive- 
ness of entertainment provided by 
recent inventions have exerted con- 
flicting forces of varying magnitudes 
upon the pocketbooks of the popula- 
tion. The automobile has provided 
means of outdoor recreation, while 
radio has exerted a counter-influence 
by increasing the attractiveness of the 
home. Miniature golf and mah jong 
became the rage for a year or two, and 
then passed out of the picture. Bicy- 
cling waned in popularity for many 
years, but, because of a determined 
publicity campaign, it has been resus- 
citated to a remarkable extent recently. 
The incidence of the recent depression 
had effects of widely varying degree 
upon the various types of recreational 
expenditures, automobile touring, for 
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—_— having been scarcely affected, 
le the purchase of radio equipment 

a r pped 80% from its 1929 value. 
The consumption of recreational 
mmodities and services thus repre- 
ts an interesting although difficult 


sent 
feld for economic investigation. At- 
tempts have been made by a number 
of sociologists and economists to study 
field of consumption quantita- 
tively,! but the task has been a difficult 
e because of the scarcity of numerical 

nf formation and the sketchy character 
of the estimates made by those engaged 
in the various commercialized forms 
of recreation. Thus, the sum totals 
arrived at by these investigators have 
differed materially, and in only two 
cases (the works of Lough and Doane) 
have attempts been made to cover a 
considerable span of time in order to 
establish trends. Other writers have 
contented themselves with estimates 
for a “normal year.” The chief diffi- 
culty encountered lies in the combina- 
tion of the extreme diversity of the 
objects of recreational expenditures 
and the constant shift to new objects of 
expenditure and abandonment of old. 
Where such factors are present, the 
attempt to arrive at comprehensive 
totals over any considerable period of 


this 
bid 


greater margin of error than when 
single objects of expenditure are com- 
pared over such a period. 

In this paper an attempt has been 
made to study the economics of this 
somewhat neglected field from a reason- 


ty]. F. Stes Americans at Play. New York: Mc- 
Graw-Hill Book k Company, Inc., 1933. 

W. H. Lough, High Level Consumption. New York: 
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America’s Capacity to Consume. Washington: The 
Br s Institution, 1934. 

R, R g teens The Measurement of American Wealth. 
New York: Harper & Brothers, 1933. 
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ably accurate and quantitative view- 
point, and to cover an extended period 
(1909-1935) as comprehensively as pos- 
sible. The information available from 
the original sources has been revised 
and brought up to date. Where esti- 
mates were necessary, they have been 
made on as nearly a dependable basis 
as possible by the use of related data or 
reliable expert opinion. The recent 
expansion of government census ac- 
tivities,? and the institution of many 
new Federal excise taxes in 1933 on 
various forms of amusement devices 
and services fortunately facilitated in 
several instances the making of more 
reliable estimates than was heretofore 
possible. Thus it is hoped that the 
present study represents a somewhat 
closer approximation to the facts than 
did the earlier researches. 


Recreational Tendencies 


In approaching the subject of Amer- 
ican recreational tendencies, two major 
characteristics are outstanding. First, 
the large expenditures for this purpose 
have come about comparatively re- 
cently in American life, with a major 
portion resulting from the development 
of three inventions—the automobile, 
the motion picture, and radio broad- 
casting; and, second, the nation is 
spending considerably more money on 
what may be called passive recreation 
rather than on active recreation. In 
the passive type, the participants are 
spectators, listeners, or readers, and 
physical energy is not required to an 


sumption. New York: The Ronald Press Company, 
1929. 

G. A. Lundberg, Leisure, A Suburban Study. New 
York: Columbia University Press, 1934. 

Virgil Jordan and R. R. Doane, ‘The American 
Consumer Market.” Series of articles in Business 
Week, April 27-September 7, 1932. 

2 Census of American Business: Amusements, Services 
and Hotels, 1933. 
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appreciable extent. Watching motion 
pictures, listening to radio, and driving 
an automobile for recreational touring, 
are largely passive in nature. Active 
recreation is that which involves in- 
dulgence in athletics or games, and, 
while it attracts large numbers of 
people, it is not generally an expensive 
pursuit. An exception may be noted 
in the case of country club member- 
ships, although even in the latter case 
we find that the total national expendi- 
tures are only of the order of one-tenth 
of the amount spent for motion picture 
attendance. In point of numbers, there 
is also evidence of a majority preference 
for passive amusements. Persons of 
every age attend motion pictures and 
listen to radio—the estimated weekly 
attendance at motion picture theatres 
in the United States was 77 millions in 
1935 and 110 millions in 1930, while 
the radio audience is estimated at more 
than 70 million potential listeners at 
the present time. On the other hand, it 
has been estimated that the total num- 
ber of golf and tennis players is only 
about four million. While these figures 
by no means tell the whole story, it 
will be clear to any casual observer, 
particularly in urban areas, that most 
people take their amusements sitting 
down. 

These tendencies are the natural 
consequences of several factors: first, 
the growth of cities, with the attendant 
difficulty of reaching places suitable 
for outdoor activities; second, the ready 
accessibility and convenience of com- 
mercial amusements; and third, the 
rise in the average age of the popula- 
tion, or the increasing percentage of 


3A Study of Leisure Time Activities and Desires. New 
York: National Recreation Association, 1933. 

Janet F. Nelson, Leisure Time Interests and Activi- 
ties of Business Girls. New York: National Board of 
the Y.W.C.A., 1934. 
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older people compared to younger ones, 
with a natural tendency toward more 
sedentary forms of entertainment. 

It should be observed, however, tha; 
there is evidence to show that many 
people indulge in passive amusements 
when they would really prefer those of 
a more active type, and do so more 
from necessity than from choice.® Ip 
the first of the references given in the 
footnote, a survey was reported of the 
leisure-time activities of 5,000 persons 
in the cities of Boston, Worcester, and 
Newark. Activities most generally jn- 
dulged in, in the order of popular- 
ity, were reading newspapers and 
magazines, attending movies, listening 
to radio, visiting and entertaining 
others, and reading fiction. It was gen- 
erally stated by these persons that 
they would have preferred outdoor 
sports to the activities which they 
named, but they indulged in the latter 
because they were easy to do, cheap, 
and could be carried out alone. 


Forms of Recreation 


Previous authors who have studied 
the many forms of recreation have 
grouped these into various general 
classifications. The most comprehen- 
sive work along this line appears in the 
article by J. F. Steiner‘ and the reader 
is referred to his treatment for exten- 
sive details relating to each form. 

From the economic viewpoint, the 
important types of recreation are those 
which involve substantial consumers’ 
expenditures. It appeared to the writer 
that these were best embodied in the 
following major classifications: 


Report of the New York Committee on the Use of 
Leisure Time, National Recovery Administration, 
published by the Committee at New York, 1934- 
4 Americans at Play, supra. 
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Economic cAspects of ‘Recreation 


1. Recreation products, which in- 
cludes all goods purchased purely for 
-ecreational purposes; for example, 
sporting goods, amateur photographic 
supplies, toys and games, radio sets, 
musical instruments for home use, and 
recreational books and magazines. A 
more complete list is given in Table I. 

>. Recreational services, which in- 
cludes all activities in which facilities 
ire provided for the participants and 
the purchase of goods is a minor ele- 
ment. The chief examples falling within 
is category are motion picture thea- 
res, sporting events, public recreation 
grounds, and athletic or social clubs. A 
more complete list of these is given in 
Table II. 

3. Vacation travel, which includes the 
expense incurred in vacation or other 
recreational travel by automobile, rail- 
way, or other forms of transportation, 
during sojourns at hotels or tourist 
camps, and sundry expenditures during 
such trips for meals, gifts, and enter- 
tainment. The items considered as fall- 
ing within this category are given in 
Table ITI. 

At first glance, these groups ap- 
parently do not include certain forms 
of recreation which we have come 
to regard as of importance. For ex- 
ample, government expenditures for 
playgrounds, national parks, and the 
like, are not included. But these are 
not consumers’ expenditures, for they 
do not represent the voluntary dis- 
bursements of individuals. They are 
disbursements out of taxes, and the 

dividual taxpayer has little conscious 
choice of the manner in which taxes 
are expended. Again, a considerable 
part bel our recreational activity occurs 
in the form of camping, hunting, and 
fishing trips or the playing of outdoor 
ames; however, upon reflection it will 
be seen that the expenses of such occa- 
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ui 
+r 
ui 


451 


sions are mainly those of supplies, 
sporting goods, traveling, and the 
payment of fees to clubs, all of which 
have been included in one or another 
of the categories above. Further dis- 
cussions of apparent omissions will be 
included in subsequent sections of this 


paper. 
The Cost of Recreation 


When we proceed to examine the 
habits and attitudes of consumers with 
respect to each of the foregoing groups, 
as indicated by their annual expendi- 
tures, we find exhibitions of striking 
differences of behavior, not only as 
regards each group as a whole but as 
regards individual items within each 
group. Factors of durability, dispensa- 
bility, and variability of demand all 
enter into the purchase of recreation 
as they do with other commodities, and 
with consumers’ decisions made along 
much the same lines of reasoning as in 
other cases. Many recreation products 
constitute forms of durable goods, and 
the purchase of these is subject to wide 
variations in times of prosperity or 
depression. On the other hand, those 
forms of recreation which are purchased 
frequently and for small expenditures 
(such as periodicals and admissions to 
motion pictures) show much greater 
stability. 


Recreation Products 


Table I lists all of the products of a 
recreational nature for which data 
could be obtained from government 
(Census of Manufactures) or private 
sources. Inspection of this table reveals 
the fact that the principal expenditures 
have been made for home entertain- 
ment instruments (pianos, phonographs 
and records, radio sets and tubes) and 
periodicals of the general or recrea- 
tional type. Toys and games rank next, 











452 


while sporting goods and athletic attire 
are a poor third. Expenditures for other 
products are comparatively small. 
Total expenditures for recreation 
products grew irregularly to 1929 and 


TABLE I 
EstimaTED ConsuMERS’ EXPENDITURES FOR RECREATION PRropucts 
(millions of dollars) 
1909 1914 1919 1921 1923 
2 


Aircraft (private) 
Ammunition 22 26 
Athletic Attire: 

Bathing Caps 

Bathing Suits 3 

Clothing (sports type) 

Hose (athletic and golf) 

Shoes (leather, sports) 
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1932 the drop was 66%.° In each case 
the major losses occurred in goods of 
the durable home entertainment type; 
in 1921 these were pianos and phono- 
graphs, while in 1930-1933 they were 


1925 1927 1929 1931 1933 1935 
I 2 2 3 9 i a 
50 23 43 31 34 37 23 23 25 


3 3 3 wre. 

10 17 26 24 24 33 419 #17 38 
31 32 27 14 «2 

6 6 7 ae we 

6 13 14 6 10 


Shoes (canvas, rubber soled) 28 37. 30~—Cfs«2 36 37. «45 25 2123 
Billiard Tables and Accessories 2 2 5 2 3 2 3 3 2 
Firearms 7 5 14 II 15 13 16 18 8 8 
Fireworks 3 3 6 6 6 8 7 8 . 
Music and Musical Instruments: 

Music (sheet and book) 10 «12 x. 23 22 22 26 27 y. 6 

Pianos 109 103 204 I41 222 212 = 139 87 3. 2 3 

Other Musical Instruments 5 6 a 27 41 38 27 14 9 I 

Phonographs, Records, Accessories 26 54 339 209 238 +4125 Ig 153 7 6 «tO 
Photographic Equipment and Services 15 24 45 38 41 43 52 56 “ao 278 
Playing Cards 9 10 13 10 14 16 mm wm 
Radio Receivers (less tubes) 28 196 194 546 164 115 216 
Radio Tubes 24 51 41 177 a @ 3 
Reading Matter: 

Books (general recreation type) 7 a Ys no A 82 93 107 418 107 66 77 

Periodicals (general recreation type) 61 79 105 143 169 206 219 228 200 157 200 
Ships and Boats ) ae 30 ©=30 32 27 33 35 29 «1526 
Sporting Goods 17 20 31 48 63 64 67 88 74 «38 = «56 
Toys and Games rs 65 60 gI 79 g2 102 100 68 8&9 
Trunks, Suitcases, Bags a4 38 % $4 73 71 70 74 19 21 25 

Total 374 483 1149 943 1262 1326 1453 1842 1016 719 998 


Sources: For 1933 and preceding years, Census of Manufactures. Data from Census adjusted to give retail values, 
using the same procedure as in High Level Consumption, supra. 

For 1935, estimates were based on excise tax collections where available for certain items, or on reports of 
production in Survey of Current Business. In other cases, estimates were based on communications from trade 
associations, trade publications, or leading manufacturers (this was done for toys, books, periodicals, trunks and 
suitcases, pianos and musical instruments, sheet music, photographic supplies). 

Radio Sets and Tubes: For 1929 and subsequent years, based on reports of licensees of the Radio Corporation of 


America. 


Playing Cards: Estimated from collections of stamp taxes, assuming an average retail price of 30 cents per pack: 


fell sharply during the recent depres- 
sion. By 1935 they had returned to a 
level approximating that of 1931, but 
were still below the 1919 total. Depres- 
sions exercise a marked influence upon 
the purchase of commodities of this 
nature. In 1921 the total fell about 
20% from the 1919 value, while in 


radio sets, phonographs, radio tubes, 
sporting goods, books, toys, and games. 

Shifts of expenditures from one class 
of commodities to another, as, for 
example, from phonographs to radio, 
and the comparative constancy of other 


5 The 1932 figures were not tabulated due to lack of 
space. The total for this year was $623,000,000. 
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types of expenditures, are clearly evi- 
dent throughout these years. This will 
be discussed further in a subsequent 
section relating to trends in recreational 
expenditures. 

Certain important classes of prod- 
ucts have not been included in the 
table, because of the impossibility of 
securing even approximate estimates 
of their annual volume. Chief among 
these are the materials employed in 
the pursuit of the many different kinds 
of hobbies which are indulged in on a 
wide scale. At present, public interest 
and activity in hobbies appears to be 
growing at a substantial rate, as evi- 
denced by renewed interest in books 
on this subject,® the expansion of hobby 
sections in department stores, inter- 
national expositions of stamp collec- 


i 


tors, introduction of hobby pages into 
newspapers, and the like. It is probable 
that from $50,000,000 to $200,000,000 
have been spent annually in recent 
years on hobbies of various sorts. 
Stamp selling firms estimate that there 
are from 500,000 to 1,000,000 postage 
stamp collectors in this country, who 
may spend from $10 to $100 each, 
annually, on stamps. A few of them 
spend thousands of dollars each year. 

In addition to the stamp collectors, 
we find millions of amateur gardeners, 
each of whom may spend $10 or more 
annually for seeds, fertilizer, and tools. 
Crocheting and knitting by women 
account for probably $10,000,000 worth 
of yarn per year. Materials and supplies 
for such hobbies as wood carving, soap 
sculpture, etching, astronomy, metal 
working, painting, model building, 
tropical fish, animal pets, and many 
*E. E. Calkins, The Care and Feeding of Hobby Horses. 
New York: Leisure League of America, 1936. (Con- 


tains an extensive bibliography relating to hobbies.) 
Marjorie Greenbie, The Arts of Leisure. New York: 


others, may readily account for another 
$10,000,000 annually. 


Recreational Services 


Recreational services have become 
particularly successful during the past 
twenty-five years for reasons which 
have been pointed out previously. They 
may be enjoyed, in many cases, for the 
payment of a small fee, so that frequent 
repetitions of amusement service sales 
are the rule. Hence, the effect of cyclical 
business fluctuations upon recreational 
services is materially less than it is 
upon recreation products. 

Motion picture theatres stand at the 
top of the group. This condition has 
resulted mainly because of the intro- 
duction of sound pictures in 1927 and 
appears to have been at the expense 
of other previously popular forms of 
amusement, such as vaudeville and 
legitimate theatres. On January 1, 
1936, there were 18,508 motion picture 
theatres in the United States, of which 
2,192 were affiliated with motion pic- 
ture chains while the remainder were 
unaffiliated or independent. Over 90% 
of these were equipped to reproduce 
sound pictures. They attracted daily 
audiences estimated at over ten million 
people, paying an average admission 
price of 20 cents each. 

The place occupied by this field of 
amusement is shown in Table II which 
lists the various forms of services for 
which data can be obtained. Motion 
picture theatre attendance accounted 
for 75% of the total in 1935. 

The item entitled “Other Thea- 
tres, Concerts, etc.”’ comprises chiefly 
vaudeville theatres, grand opera, and 
legitimate drama. This group obtained 


McGraw-Hill Book Company, Inc., 1935. 
Ruth Lampland, Hobbies for Everybody. New York: 
Harper & Brothers, 1934. 
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a substantial proportion of the total 
revenue up to 1927, but thereafter it 
declined rapidly in importance. Since 
sound motion pictures were introduced 
in that year, there is good reason to 
believe that the pronounced falling off 
in revenue shown for 1929-1935 in this 
group was the direct effect of competi- 
tion from sound pictures. 

‘““Other Amusements” covers a mul- 
titude of smaller forms of operation. 
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Night clubs, cabarets, roof gardens, 
and the like cater to a limited class of 
patrons, and the national expenditure; 
in these places are of a smaller order 
than those for attendance at the popv- 
lar-priced amusements. For example, in 
1935 the expenditures for motion pic- 
ture attendance were nearly 25 times 
as great as those for meals and enter- 
tainment at night clubs. The more 
widespread distribution and decidedly 


TABLE II 
Estmatep ConsuMERS’ EXPENDITURES FOR RECREATIONAL SERVICES 
(millions of dollars) 


1909 1914 1919 1921 1923 1925 1927 1929 1931 1933 1035 

Admissions to Amusements, Total 286 327 574 654 825 926 1233 1447 998 692 880 
Motion Picture Theatres 460 514 561 803 1100 800 560 750 
Other Theatres, Concerts, etc. Gy 1323. 190 490 74 so «+. 2 
Other Amusements* 127 189 195 200 273 146 110° 108 
Night Clubs and Cabaretst 46 21 24 22 7 2 
Social and Athletic Club Dues, etc. 20 24 at Ge 72 87 104 113 II5S 67 58 
Tennis and Golf on Public Grounds 8 9 4 I9 29 29 30 40 3425 —s*35 
Total 314 360 633 761 948 1063 1391 1622 1164 809 1005 


* Includes carnivals, circuses, bathing beaches, sporting events, and similar miscellaneous amusements where admission is charged. 
t Includes expenditures for admission, food, entertainment, and alcoholic beverages (after repeal). 


Sources: Motion Picture Theatres: Data for 1929-1935 from Standard Trade and Securities Service, Industries 
Section, Volume 78, No. 31, Section 2, December 11, 1935, under “Theatres and Motion Pictures,” Standard 
Statistics Co., New York. Data prior to 1929 estimated from relatives of value of all motion picture production in 
U.S. (Biennial Census of Manufactures), using the 1929 Standard Statistics estimate as a base. 

Other Theatres and Amusements: Data for 1927-1933 from Corporation Returns, Statistics of Income (Reports 
of the Commissioner of Internal Revenue) for these classes of amusements. Data for 1935 estimated from relatives 
of taxes on admissions (/nternal Revenue Reports). Data for 1921-1925 estimated from net profits and deficits 





reported in Statistics of Income for these classes of amusements. Years prior to 1921 are rough estimates. 
Night Clubs and Cabarets: Estimated from receipts of Federal taxes on admissions to such places (Reports of 


Commissioner of Internal Revenue). 


Social and Athletic Clubs: Estimated from receipts of Federal taxes on dues and fees of such clubs. The esti- 
mates given in the table are for dues and initiation fees only. Payments for food and beverages at clubs are not 
legitimately recreational expenses and therefore have been omitted. Fees to caddies at golf clubs, if included, 


would raise the amounts given by 30% to 50%. 


Tennis and Golf on Public Grounds: Estimated from data supplied by National Lawn Tennis Assn., National 


Public Parks Assn., and the magazine Golfdom. 


Enterprises such as dance-halls, billiard 
parlors, bathing beaches, commercial 
and collegiate sports, amusement parks, 
race tracks, fairs, expositions, and the 
like, fall into this category. They rank 
second to motion picture theatres in 
economic importance. Their income 
has varied in much the same general 
manner as that of the motion pic- 
ture theatres, perhaps because of the 
fact that they represent another great 
class of small-fee, frequently repetitive 
purchases. 


lower cost of motion picture entertain- 
ment no doubt account for this re- 
sult. During the prohibition era large 
amounts unquestionably were spent for 
illegal beverages in these resorts, but 
it is not possible to estimate how great 
these may have been, and the figures 
prior to 1933 therefore do not include 
estimated expenditures for liquor. Since 
repeal became effective in 1933, and 
liquor expenditure estimates are i0- 
cluded in the 1935 data, a comparison 
between these two years affords some 
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as to the probable magnitude of 
she sums spent during prohibition. It 
nossible that these might have re- 
sulted in increasing the figures given 
by 50% to 100%. 
“The next item in the-table refers to 
‘al and athletic clubs having annual 
dues in excess of $25 per year, which 
limits it principally to country clubs 
for golf and tennis. The number of 


ciue 


sii daa 


pared to the movie-going population 
jt has been estimated’ that in 1931 
there were 1,118,564 members of such 
clubs who played golf), but their ex- 
penditures for dues and initiation fees 
only are evidently substantial. They 
rank third in importance, and have 
enjoyed a substantial growth since 
1gog, with a set-back during the de- 
pression proportionately no_ greater 
than that of motion picture attendance. 
The interesting fact here is that the 
well-to-do people who belong to coun- 
try clubs curtailed their expenditures 

r forced reductions in dues) to about 
the same extent, during the depression, 
s the poorer classes whose main source 
of amusement is the motion picture 
theatre. 

We come next to the use of public 
recreational facilities. Government ex- 
penditures for parks and playgrounds 
have been considerable, but as stated 
earlier, it did not seem justifiable to 
include these in the table, since they 
are not direct expenditures made by 

nsumers of their own volition.’ Esti- 
mates of direct expenditures by the 
public using these facilities have been 

nfined to fees paid for the use of 
tennis courts and golf courses. Of 


a Golfdom’s Survey of the Golf Market, 1931-1932.” 


ed by the magazine Golfdom, Chicago. 


t purposes of comparison, it may be said that ex- 


litures for this purpose by government bodies 
uy have been as follows: During 1932, by state 


course, a great deal of money is spent 
by consumers in traveling to and from 
public recreation grounds, and this is 
included in the estimates of ‘‘ Vacation 
Travel” (Table III). 

Total expenditures in the category 
of “Services” are of about the same 
order of magnitude as those for “ Prod- 
ucts,” with “‘Services” slowly growing 
in favor as compared to “Products.” 
Further discussion of trends in these 
fields will be deferred to a later section. 


Vacation Travel 


Nothing is more striking in any sur- 
vey of amusement habits of the Amer- 
ican people than the increase in travel 
for pleasure during the last twenty-five 
years. The automobile has been chiefly 
responsible, but nevertheless the desire 
to travel appears to have grown as an 
independent habit development. Any 
reversal of this tendency toward a more 
“stay-at-home” attitude would have 
an important bearing upon future ex- 
penditures for home entertainment 
devices. 

The persistent growth of the travel 
habit is clearly evident from Table II], 
which gives the principal items of ex- 
pense connected with vacation travel. 
The cost of automobile touring is 
obtained from the separate items which 
are the principal sources of expense in 
this class of travel. 

Expenditures for travel have dis- 
played greater stability than those for 
recreation products or services. Even 
in the midst of the depression in 1933, 
the decline from 1929 represented a 
drop of only 36% according to these 
estimates, compared to a drop of 49% 


governments, $8,000,000; by county governments, 
$7,600,000; by the Federal Government, $12,400,000 
on national parks; and, in 1931, by cities of over 
30,000 population, $79,000,000. 
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for recreational services and 61% for __ is evident from the third item which js 
recreation products. The chief item, derived from estimates of hotel re. 
automobile operation, fell only slightly — ceipts. Hotel men are painfully aware 
during the depression, and made anew of the shopping for accommodation; 
high record in 1935—an achievement and the bargaining which went op 
unequalled by any other major form of during this period. 


recreational expenditure. The amount Foreign travel expenditures show 
spent on automobile operation, for rec- clearly the combined effects of dollar 
TABLE III 


Estimatep Consumers’ EXPENDITURES FOR VACATION TRAVEL 
(millions of dollars) 
1909 1914 1919 192 1923 1925 1927 1929 1931 1933 1935 
Automobile Operating Expenses 59 115 568 515 709 983 983 1102 957 1040 1331 
Domestic RR., Pullman, Airway Fares 126 156 265 258 258 240 223 201 131 80 
Other Domestic Tourist Expenditures* 150 200 350 400 450 §50 650 872 636 444 616 
Foreign Travel 130 140 49 150 375 495 510 615 405 224 29 

Total 465 611 1223 1323 1792 2268 2366 2790 2129 1788 2331 

* Includes receipts of hotels and tourist camps, expenditures of tourists for meals outside of hotels, gifts, entertainment, beverages, and 
other miscellaneous spendings during vacation trips. 
Sources: Automobile Operating Expenses: For 1909-1931, from High Level Consumption, p. 231. For 1931-1935, 
from Automobile Facts and Figures, Automobile Mfrs. Assn., New York City. Data given in the latter publication 
adjusted to obtain proportion assignable to domestic consumers only. The separate expense items included were 
gasoline (less taxes), lubricating oil, tires, parts, accessories, all direct automobile taxes and fees, insurance, 
repairs, and storage. Of the totals, 25% was assumed as being chargeable to recreation. The estimate that 
25% of the totals may be assigned to recreation is based on the opinion of the American Automobile Association, 
derived from their traffic surveys, that roughly 25% of all automobile travel is for pleasure purposes. 

Railway, Pullman, and Airway Fares: Total annual receipts reported in Statistical Abstracts of the United State: 
were used as a base, and 21% of these totals used to represent vacation travel. This percentage was derived by 
finding the average extent to which passenger revenue during the months of June, July, August, and Septemoer 
for a number of normal years exceeded the revenue which could have been expected during these months, due to 
business travel only, assuming business travel to be proportional to the seasonal index of domestic volume o! 
trade of the Federal Reserve Board. 

Other Domestic Tourist Expenditures: Data for hotel and tourist camp receipts from 1933 Census of American 
Business used as a base. For 1929-1935, estimates made by utilizing Index of Total Hoiel Sales (issued by Howath 
and Howath, hotel accountants, New York City). From the figures derived in this way, 20% taken for tourists 
hotel expenses, and three times the latter amount added for tourists’ expenditures outside of hotels, based on 
estimates of the magazine Hotel Management of New York. For 1927 and preceding years, data from Lough’s 
High Level Consumption were used. 

Foreign Travel: 75% of amounts estimated by Department of Commerce in Balance of International Payments, 
as expended for foreign travel, was used to designate expenditures by tourists traveling for pleasure only. 


reational travel, far exceeds that spent devaluation and the depression. While 
for any other form of amusement, and domestic travel expenditures in 1935 
in 1935 was nearly twice as great as __ had recovered to a total of $2,037,000, 
that spent for motion picture admis- 000, compared to $2,175,000,000 11 
sions. The well-known effect of private 1929, the foreign account stood at only 
automobile operation on railway pas- 48% of the 1929 figures. “See America 
senger revenues is also clearly evident _‘First”’ appears finally to be having 1ts 
since 1919. While the former increased __ effect. 
07 id C7 ; 
ae rT ne Total Expenditures for Recreation 
On the other hand, while people In Table IV the totals of Tables |, 
traveled nearly as much during the II, and III are reproduced and the 
depression as they had previously, they grand totals given. Starting in 190% 
spent less on the road after 1929, as expenditures for all recreation grew 
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continuously until 1929, dropped to 
53% of the 1929 value during the de- 
pression, and recovered in 1935 to 69% 
>f the 1929 value. The largest com- 
ponent in the total has always been 
vacation travel, and since 1931 this 
has been responsible for more than 
half of the total. In most years, ex- 
penditures for products and services 


have been roughly equal. Generally 


TABLE IV 
ToraL Estimatep Consumers’ ExpenpITuRES FOR ALL RECREATIONAL PURPOSES 
(millions of dollars) 


1909 1914 1919 


Recreation Products 374 483 1149 
Recreational Services 214 360 633 
Vacation Travel 465 611 1223 

Total 1053 1454 3005 


speaking, the American public seems 
to divide its annual recreational ex- 
penditures in normal years into three 
major parts, half of the total going into 
pleasure travel (principally by auto- 
mobile) and the remainder split equally 
between the purchase of recreation 
products and participation in recrea- 
tional services. In depression years, the 
ratios are likely to be somewhat altered, 
with travel and services taking larger 
shares of the total at the expense of 


products. 


Recreation Costs and National Income 


Trends and relationships within the 
data given in these tables become 
more clearly evident when the figures 
are considered relative to the national 
income® for each year. In this paper 
we shall use the “National Income 
Paid Out” rather than the ‘“‘ National 
Income Produced.” The distinction 


‘The national income is the sum total of the incomes 
all gainful workers engaged in producing commodi- 
’’ providing services of various sorts; and also 
ncludes payments received by investors or withdrawn 
their businesses by individual enterprisers. The 
f national income estimates is described in the 

wing publications: 
ford I. King, The National Income and Its Pur- 
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between these became particularly 
important during the recent depres- 
sion, when considerably more income 
was paid out than was produced. The 
excess came out of business savings 
accumulated during previous years, 
work relief wages, and relief payments. 
In normal years, slightly less income is 
paid out than is produced, the excess 
going into business savings. 


















192f 1923 1925 1927 1929 I93f 1933 1935 
943 1262 1326 1453 1842 1016 719 998 
761 948 1063 1388 1622 1164 809 I001 
1323 1792 2268 2366 2790 2129 1788 2334 
3027 4002 4657 5207 6254 4309 3316 4335 









Our immediate object is to determine 
how the mass-mind translates the im- 
pulse toward recreation into terms of 
the percentage of the national income 
expended for this purpose. In order to 
proceed logically, we will consider that 
people divide their expenditures into 
two major subdivisions: first, the 
amounts required for absolutely essen- 
tial living necessities, and, second, a 
remainder which is available for every- 
thing else. The items to be included in 
each of these categories may be con- 
sidered as the following:” 

. Expenditures for living neces- 
sities : 
a. Food and beverages 
b. Housing essentials (see foot- 
notes to Table V for more com- 
plete definition) 
c. Attire 

2. “Unrestricted Balance” available 

for other expenditures, viz.: 

































chasing Power. New York: National Bureau of Eco- 
nomic Research, 1930. 

National Income in the United States, 1929-10935. 
Washington: Division of Economic Research, U. S. 
Department of Commerce, 1936. 

10 The main items used here are after Lough, High 
Level Consumption. 
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TABLE V 
NaTIONAL INcomE Pain Out, Expenpirures ror Foop, Housinc anp ATTIRE, AND AVAILABLE BALance 
(millions of dollars) 








Expenditures 
Total 
Income Food and Beverages Housing Essentials Attire Expendi- Balance Available 
Paid Out ae tures — for Other Purposes 

an, 
Year $ $ %oflIncome S$ Goflncome $ % of Income $ $ % of Income 
1909 27,661 9,147 33.1 4,062 14.7 3,641 13.2 16,850 10,811 39.0 
1914 33,227 10,927 32.9 4,671 14.0 3,957 11.9 19,555 13,672 41.2 
1919 61,628 20,498 34.2 6,533 10.6 8,057 &3.2 35,088 26,540 43.0 
1921 58,271 15,266 26.2 7,541 12.9 7,959 13.7 30,766 27,505 47.2 
1922 61,187 16,428 26.8 7,787 12.7 8,686 14.2 32,901 28,286 46.3 
1923 69,295 17,589 25.4 8,033 11.6 9,412 13.6 35,034 34,261 49.4 
1924 71,905 18,577 25.8 8,807 12.3 9,327 13.0 36,711 35,194 48.9 
1925 76,561 19,565 25.5 9,580 12.5 9,241 12.1 38,386 38,175 49-9 
1926 77,900 19,814 25.3 10,153 = 13.0 9,491 12.2 39,458 38,442 49.5 
1927. 79,100 20,062 25.4 10,726 13.6 9,740 12.3 40,528 38,572 48.7 
1928 80,500 20,838 25.9 11,229 14.0 9,834 13.3 41,901 38,599 47.9 
1929 681,136 21,614 26.6 11,732 14.4 9,927 33.3 43,273 37,863 46.8 
1930 72,932 18,198 25.0 1,157 15.3 7,994 11.0 37,349 35,583 48.8 
1931 61,704 14,783 23.9 10,582 17.1 7,060 «11.4 32,425 29,279 47.4 
1932 48,362 12,190 25.2 7,843 16.2 5,250 10.9 25,283 23,079 47.8 
1933 44,940 11,175 24.9 7,024 15.6 5,330 11.9 23,529 21,411 47.8 
1934 50,189 12,420 24.8 8,218 16.4 6,420 12.8 27,058 23,131 46.2 


_ 
e 
° 


7,340 13.7 29,689 23,751 44.5 


Sources: National Income Paid Out: For 1909-1925, from The National Income and Its Purchasing Power, by 
Willford I. King. New York: National Bureau of Economic Research, 1930. For 1926-1928, from the National! 
Bureau of Economic Research. For 1929, the figure is that of the National Industrial Conference Board. For 
1930-1934, from the National Income Section of the Department of Commerce. For 1935, the figure is an estimate 
of the Cleveland Trust Company, in the Cleveland Trust Company Business Bulletin, issues of October 15, 1935, 
and May 15, 1936. 

Expenditure of National Income: For 1909-1931, from High Level Consumption by W. H. Lough, the figures for 
even years being interpolated. Alcoholic beverages were included for all years. For subsequent years, as follows: 

Food and Beverages: Subsequent to 1931, Lough’s 1931 figure was used as a base and adjusted for each year in 
accordance with index numbers of food prices (Department of Labor and National Industrial Conference Board) 
and population growth, the assumption being made that physical consumption of food per capita remained 
constant. 

Housing Essentials: These were taken to include only the following items: Rent of leased homes, expense of 
occupying owned homes (nct including imputed rental value), essential or non-durable household supplies (such 
as soap, matches, cooking utensils, etc.), fuel, ice, electric power, gas, laundry, telephone (adjusted for changes 
in number of telephones during the depression), moving and storage expenses. Subsequent to 1931, Lough’s 
1931 figures were used as a base and each item adjusted in accordance with index numbers of prices and popu- 
lation. Certain deductions were made during the depression years for estimated unpaid rents, unpaid mortgage 
interest and insurance, and cessation of repairs. In the case of electric power and gas, the actual data were used 
(available from the Edison Electric Institute and Survey of Current Business). 

Attire: Subsequent to 1931, Lough’s 1931 figure was used as a base and adjusted for each year in accordance 
with index numbers of prices and with the Federal Reserve Board’s index of Textile Production. 


1935 53,440 13,820 25.9 8,529 


a. Tobacco g. Direct taxes 

b. Transportation h. Recreation 

c. Home equipment and services ‘The first point of interest is to examine 
other than essentials included how the total expenditures for these 
under Ib, on p. 457. two groups have varied over the period 

d. Sickness and death of years with which we are concerned. 

e. Personal appearance The results of this investigation are 

f. Social-cultural activities (in- | shown in Table V which gives the sums 


cluding education) and percentages of national income 
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expended for each of the three items or as a percentage of the balance avail- 
‘ living necessities, and the “Unre- able for it. 
stricted Balance.” Hence, Table VI has been calculated 

As emerges clearly from these data, showing the percentages of national 
he percentages of national income ex- income expended for the three main 
ended for food, housing essentials, and classes of recreation since 1909. These 
attire have remained fairly constant percentages are plotted in Chart I. For 
over a considerable period of years, purposes of comparison, the percent- 
even through the recent depression, in ages expended for living necessities— 
spite of the variations in income and food and _ beverages, housing, and 
the changes in price level which have _attire—have also been shown. 

TABLE VI 


PERCENTAGES OF NATIONAL INCOME EXPENDED BY CONSUMERS FOR RECREATION 
1909 1914 I919 1921 1923 1925 1927 1929 1931 19033 1935 


Recreation Products B95 1.45 1.87 1©.63 14.82 3.73 §.84 4.27 5.65 1:60 1.87 
Recreational Services 0.77. 1.08 1.03 1.30 1.37 1.39 1.75 2.00 1.89 1.80 1.88 
Vacation Travel 2.68 2.84 1.99 3.27 2.59 2:06 2:99 4.46 3:46 3.98 4.37 

Total 3.80 4.37 4.89 §.19 5.76 6.08 6.58 7.7% 7.00 7.38 8.143 
occurred. Since 1921, expenditures for Recreation Products exhibit a slow 


food and beverages have varied over uptrend in percentage which is more 
the narrow range of 24.8% to 26.8%; _ or less seriously interrupted by depres- 






those for housing essentials from 11.6% 
e: ct ae hay CHART I 
I7-I7o,; an : those or attire Irom PERCENTAGES OF NATIONAL INCOME SPENT FOR 
10.9% to 14.2%. Thus the percentages Foop, Housinc, Attire, AND RECREATION 
{ the national budget expended for 40 
these three major classes of living 30 food and beverages 
necessities remained nearly the same. 


It seems reasonable to assume that the 20 
major adjustment occurred in prices 
rather than in physical volume. 

Thus, the percentage of the “‘Un- 
restricted Balance,” available for other 
purposes, fluctuated over a rather nar- 
row range after 1914, rising from 41.2% 
in that year to 49.9% in 1925, and 
falling to 44.5% in 1935. For the four- 
teen years from 1921 to 1934, the range 
was only from 46.2% to 49.9%, or an en — 
average of about 48%. > Sit 

In setting up a hypothetical national 
budget, the percentage allocated to 
recreation, strictly speaking, should Bag ora 
ve computed as a percentage of this fe ae ae a 
dalance. But in view of the relative 

nstancy of the percentage of national _ sions. In 1921, a depression year, the 
income so spent, it becomes almost interruption was comparatively small, 
immaterial whether we consider recrea- but became very serious in the 1930- 

n as a percentage of national income 1934 depression. This is in contrast 


Housing essentials. 


Attire 


All recreation. 
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with the other forms of recreation— 
services and travel—which suffered not 
at all in the 1921 depression while in 
1930-1934 the percentage expenditures 
for services fell off only moderately. In 
some future year comparable to 1929 
prosperity they will probably surpass 
somewhat the 2.27% registered that 
year. 

Recreational Services exhibit a steady 
uptrend in percentage, except for the 
depression decline just mentioned. Since 
1914 they have practically doubled in 
the percentage of income attracted, 
quite probably because of the intro- 
duction of sound motion pictures in 
1927. The steadiness of the uptrend 
indicates moderately higher percent- 
ages in the near future than those 
previously registered. 

Vacation Travel shows the strongest 
uptrend of all, reaching new high rec- 
ords in the midst of the depression. 

All Recreation has maintained a 
steady uptrend, not seriously affected 
by the 1930-1934 depression, largely 
because of the contributions of vaca- 
tion travel and recreational services. It 
seems probable that this trend will 
continue into future years and that we 
shall find in excess of 10% of national 
income spent for recreation during the 
1940's. 

In comparison, the factors dealing 
with living necessities have remained 
fairly stable. The falling off in the per- 
centage of the budget required for food 
and beverages subsequent to 1919 
(probably because of the sharp drop, to 
a lower level, of commodity prices 
which occurred after that year) was 
compensated by increased expenditures 
for housing essentials. The percentage 
required for attire has not changed very 
greatly over the entire period. 

Considering the recreation factors 
again, it is evident that people expand 
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their spendings for recreation products 
only moderately, in proportion to their 
increasing incomes, during prosperous 
years; while in depression years they 
curtail such expenditures sharply. On 
the other hand, they continue to travel, 
and even increase the percentage of 
their money normally spent for rec- 
reational travel during depressions 
(although they buy very few new cars), 
They curtail the percentage of income 
spent for attendance at recreational 
services quite moderately, since these 
require the expenditure of small sums 
at frequent intervals. Thus, the manu- 
facture of goods for recreational pur- 
poses is an industry of rather slow 
long-time growth which is apt to be 
hard hit by a serious depression, while 
the furnishing of facilities or supplies 
for recreational services and travel are 
rapidly growing and not apt to be so 
seriously affected by depressions. 


Shifts within the Recreation Field 


Within the broad sweep of the con- 
stantly increasing proportion of the 
consumer’s income attracted by recrea- 
tion, many minor shifts have occurred 
during the years. The consumer has 
apparently acquired certain recrea- 
tional habits which not only seem 
destined to last, but which are very 
likely to increase their hold upon him— 
that is, the desire for travel and at- 
tendance at sound motion pictures. The 
desire for recreational products seems 
to be merely a relatively constant one, 
except in depression years. However, it 
is relatively easy to sway the consum- 
ing public from an older form of recrea- 
tional product or service to a newer 
one, and this has led to serious effects 
upon old, well-established industries 
by new ones which came into being. 

Recreation Products. 'To illustrate 
some of the stabilities and instabilities 
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among recreation products, Chart II 
has been prepared. Data for certain 
sroducts were selected from Table I, 
particularly to show how one type of 
product is affected by the introduction 
of another which displaces it as an 
attraction. These data are presented 
as percentages of the total expended 
for all recreation products in each year. 
The upper part of Chart II shows 
the course of expenditures for pianos, 
phonographs and records, radio receiv- 
ers and tubes, and sporting goods. It 
will be observed how phonographs ap- 
parently affected the sale of pianos and 
how both were effectively displaced by 
radio after 1925. A brief revival ap- 
peared in the phonograph field, in 
1927, owing to the introduction of 
electrical recordings, electrical repro- 
duction, and improved mechanical 
phonographs, which were all widely 
advertised. But this revival was only 
f short duration. Sporting goods, in 
ntrast, fluctuated little over this 
period of years, remaining in the vicin- 
ity of 5%. 
lt may be of interest to observe that 
pianos and phonographs taken together 
account for from 35% to 50% of the 
total spent for recreation products up 
} 1923, and that radio only reached 
39% once, in 1929. This may be at- 
tributed to the increasing number of 
attractions competing for the con- 
sumer’s dollar in these types of goods. 
Barring the emergence of some new 
product of wide appeal, it is possible 
that radio will receive about 25% of 
the total of annual recreation products 
expenditures except during depressions. 
On the lower half of Chart II 
there is shown the behavior of expendi- 
tures for books, periodicals, toys, and 
games. All of these items appear to 
attract about the same percentage of 
the total, except during the recent de- 
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pression when the proportion spent for 

each of them rose sharply. This result 

occurred, of course, because of the cur- 

tailment of purchases of expensive, 

durable recreation goods such as those 
CHART II 


PERCENTAGES OF ToTAL oF “ALL RECREATION 
Propucts” ExpEeNDED FOR CERTAIN ITEMS 
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referred to just above, sporting goods, 
and the like. 

Recreational Services. In this field, dis- 
placements of one type of service by 
another have occurred also, as is illus- 














462 Harvard Business Review 


trated by Chart III which contain 
certain items selected from Table II. 

Up to 1927, “Other Theatres,” which 
included legitimate drama, concerts, 
and particularly vaudeville houses, 
were taking an increasing share of the 
consumer’s dollar expended for this 


CHART III 
PERCENTAGES OF ToTAL oF “ALL RECREATIONAL 
Services” ExpeNpED FOR CERTAIN ItTMs 
arn 





| 
70 
tron picture theatres 


6 U . oo ee 


| Sw 


| 
= 


Other amusements... 


Per Cent 


| | 
Other theatres -. 


10}— 


Club dues and fees: 
1909 1914 1919 1924 1929 1934 


class of services. Although motion pic- 
ture theatres received a much larger 
sum, their share of the total was drop- 
ping. In 1927, however, sound motion 
pictures were introduced and led to a 
reversal of trends. Attendance swung 
to the new attraction. By 1929 receipts 
of “Other Theatres” were down to 
one-fourth of their previous share of 
the total and have been going lower 
since, while motion picture theatre at- 
tendance shows a steady climb in its 
share. Attendance at “Other Amuse- 
ments’’ accounts for a decreasing share 
of the consumer’s recreational service 
dollar. Here, also, sound motion pic- 
tures have taken their toll. 

Dues and fees of social and athletic 
clubs appear to be a fairly stable item 
in percentage. Apparently the growth 
and depression contraction of this field 
of expenditure is more or less propor- 
tional to the general growth of expendi- 
tures for all recreational services. 


Vacation Travel. Finally, in the field 
of vacation travel, we find that the 
shifts which have occurred are prin- 
cipally in the method of transportation 
and in the falling off of foreign travel 
in preference to that done domestically, 
Chart IV illustrates these facts. 


CHART IV 
Percentaces or “Att Vacation TRAVEL” 
EXPENDED FOR Various Irems 
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Automobile operation has taken an 
increasing share of all vacation travel 
expenditures, to the detriment of the 
share obtained by railway, Pullman, 
and airway companies. “Other Do- 
mestic Tourist Expenditures,” which 
include payments for hotel accommo- 
dations, meals, gifts, entertainment, 
etc., tend to maintain a fairly constant 
percentage of the total, between 24% 
and 33%. Foreign travel declined dur- 
ing the War, recovered to a well-main- 
tained share of about 22% up to 1929, 
declined during the depression to 12%, 
and has not recovered, probably 
because of devaluation of the dollar. 


Summary and Conclusions 


The principal categories of expendi- 
ture in the recreation field are prod- 
ucts, services, and vacation travel. To 
determine the public’s spending habits, 
over the period 1909-1935, the pro- 
cedure was as follows: Expenditures 
for each category were first determined. 
Next, the totals were compared with 
the national income for each year con- 
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sidered, and the percentage spent in 
each category established. Though the 
summation of such widely diverse lines 
ver a long period of time involved 
certain statistical difficulties, the re- 

its were regarded as satisfactory for 
ir purposes. 

From these comparisons it was found 
that recreational services and travel 
have been increasing not only in absolute 
value, but have been attracting a stead- 
ily increasing share of the national 
income. The rising trend of these forms 
f recreation has not been seriously 
affected by depressions. Recreation 
products, however, have not followed 
the same tendencies, and their share 
{ the national income has remained 
relatively constant except during the 
recent depression when it was seriously 
affected. From this behavior it may be 
concluded that recreation products 
exhibit a form of behavior similar to 
that of durable goods, while recrea- 
tional services and travel are in the 
nature of non-durable goods the popu- 
larity of which is increasing. 
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Finally, the percentage spent in each 
major category for certain major items 
was studied, and it was found that shifts 
of public fancy from one form of recre- 
ational service or product to another 
cause substantial changes in expendi- 
ture. Illustrations of this were found 
in the shift of public attendance from 
vaudeville and legitimate theatres to 
sound motion picture theatres, from 
pianos and phonographs to radio re- 
ceivers, and from railway to automobile 
passenger travel. 

The future of the recreation field 
appears to be a favorable one. It is 
likely that an increasing proportion 
of the national income will be devoted 
to recreation, but this will be expended 
principally for attendance at recreation- 
al services and for travel. Purchases of 
recreation equipment are likely to con- 
tinue to take the same share of national 
income that they have in the past, with 
major expenditures for radio receivers, 
but with the possibility of serious inter- 
ruptions in the case of depressions. 
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PUBLIC UTILITY HOLDING COMPANIES AND THEIR 
REGULATION IN OHIO 


BY EDWIN T. HELLEBRANDT 


ITH the appearance of the 

holding company as a major 

factor in the utility industry 
the states have been faced with one of 
the most difficult of regulatory prob- 
lems. While not themselves, strictly 
speaking, public utilities, the ability of 
such holding companies to cortrol the 
policies of the operating properties has 
made them a thorn in the side of local 
and state regulatory bodies. 

In our economic society, governed 
essentially as it is by the profit motive, 
the purpose of the control exercised by 
the holding companies can be none 
other than one of profit. There is no 
other way to account for their develop- 
ment and rapid growth. In so far as 
these profits result from improved serv- 
ice at reduced cost, there can be no 
serious social objections. There is no 
question that a considerable part of the 
profits of holding companies has re- 
sulted from socially justifiable services. 
However, the very nature of a holding 
company’s relationships with its subsid- 
iaries creates the opportunities for and 
danger of abuse in the interests of ex- 
cessive profits. 

Public utilities, being by definition 
businesses affected with a high degree 
of public interest arising out of the 
monopolistic character of these types of 
essential services, have for many years 
been regulated by public authority 
because of their ability to exact unrea- 
sonable profits. The holding companies 
again have challenged the public by 
creating new opportunities for acquir- 
ing excessive profit which often circum- 
vent the powers of existing regulatory 
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agencies. The lack of direct jurisdic- 
tion, the diversity of citizenship, the 
complexity of the organization, all con- 
tribute to checkmate the effectiveness 
of much existing regulation of the 
operating utilities. 


Holding Companies and Public Utility 
Profits 


The holding companies have devel- 
oped three principal methods of trans- 
lating their control into profits. The first 
and direct way is through dividends 
on owned securities of the subsidiary 
companies. In many instances public 
utility holding companies have devel- 
oped from concerns owning securities of 
operating utilities solely for investment, 
to concerns which assumed control 
over the policies and operations of these 
subsidiaries in the desire to increase 
earnings and thus dividends. When the 
increased earnings are the result of im- 
provements in service and decreases in 
costs they are usually fully earned. 
However, capital write-ups (as_ re- 
ported by the Federal Trade Commis- 
sion investigation of public utility 
holding company practices), intercor- 
porate transfers of securities and prop- 
erties of controlled subsidiaries, and 
other similar devices have been re- 
sorted to as a kind of hot-house forcing 
of extra profits to the holding company. 

A second method is through the sale 
by intermediate companies of various 
goods and services to the operating 
subsidiaries. Thus the price charged by 
a wholesale natural gas company to 4 
distributing company, when both are 
controlled by the same holding com- 
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sany, may include an element of extra 
or Gt. The contract price is not arrived 
at as a result of arms-length bargain- 
‘ng, but by direction of the interested 

iding company. This is especially 
dangerous when the wholesale com- 
pany’s profits are not regulated. Again, 
the sales of equipment and supplies by 
the Western Electric Company, the 
manufacturing subsidiary of the Amer- 

y, as well as the general charge 
assessed against the local Bell com- 
panies for general services rendered to 
them by the American Telephone and 
(elegraph Company, are further ex- 
amples of the types of practices that 
ma} y lend themselves to a diversion of 
extra profits into the coffers of the hold- 
ing companies. 

Finally, the use of management sub- 
sidiaries and the charges assessed 
against the operating subsidiaries for 
he services supplied them may serve 
as a means for the diversion of revenues 

swell the profits of the holding 
companies. When these practices result 
in a reasonable return to the holding 
companies for a resultant improvement 
f service at reduced cost there can be 
no valid objections, but the ease with 
which they may, and have, been used 
to exact unreasonable profits necessi- 
tates public supervision. The greatest 
handicap to state and local regulatory 
agencies has been the lack of both the 
ithority and the ability to obtain the 
information necessary to handle this 
problem adequately. 


Regulation of Public Utilities in Ohio 


The characteristic form public utility 


regulation has taken in Ohio divides its 
attack on this pressing problem.! Regu- 


T. Hellebrandt, “The Development of Commis- 
Regulation of Public Utilities in Ohio,” The 
rnal of Land and Public Utility Economics, Novem- 
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lation of the local utilities in this state 
dates from 1911, when the Assembly 
created the Public Service Commission 
to replace and expand the functions 
of the existing Railroad Commission. 
This commission was an administra- 
tive commission of the mandatory type 
with powers similar to those generally 
granted at the time. It followed in 
many respects the general practices of 
the Wisconsin and New York laws. In 
1912 the people of the state adopted a 
Home Rule Amendment to the state 
constitution, granting to the local com- 
munity, among other powers, original 
jurisdiction in bargaining and the mak- 
ing of contracts with the local utilities 
operating in that community. To meet 
the limitations imposed by this consti- 
tutional amendment the state commis- 
sion law had to be rewritten. This was 
done in 1913, at which time the present 
Public Utilities Commission of Ohio 
was created. While this commission was 
given most of the powers commonly 
granted to administrative commissions 
in so far as the local utilities were con- 
cerned, its authority was appellate. 
That is to say, it could act only if the 
city failed to act, or if the city acted 
by means of a valid ordinance when 
either the utility concerned or 10% of 
the electorate of the city appealed to 
the commission from the action of the 
city. The telephone companies are the 
only local utilities over which the com- 
mission has a continuing jurisdiction. 
The seeming inconsistency in the case 
of the telephone companies is the result 
of judicial interpretation.? The com- 
mission first refused to accept jurisdic- 
tion over them because of the Home 
Rule Amendment to the Constitution, 
but it was forced upon them by the 


ber, 1933, PP- 395-409. 
2 Local Telephone v. Cranberry Mutual Telephone Co., 


102 O.S. 524 (1921). 
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Supreme Court of the state. This inter- 
pretation was apparently based upon 
antiduplication laws and the require- 
ment that telephone companies obtain 
certificates of convenience and neces- 
sity before starting operations. 

The commission’s jurisdiction over 
holding companies and intercorporate 
relations is indirect, as there is no 
specific statutory provisions giving this 
authority. In this respect the Public 
Utilities Commission of Ohio is in a 
position common to most state com- 
missions. The growth of the holding 
companies and the shady practices of 
some of them made it necessary for the 
commission to find some method of 
reaching them. The method which was 
first used has an indirect statutory 
sanction. All contracts made by a pub- 
lic utility are open to the inspection of 
the commission. If they affect the rates 
and charges, they may be modified to 
assure reasonable rates and service.® 
As early as 1920 the commission ex- 
amined the 444% contract of the 
American Telephone and Telegraph 
Company; while it did not attempt to 
abrogate the contract, it did question 
its fairness under all circumstances. 
The commission said: 


Although valuable services are rendered 
by the A. T. & T. Company to its subsidi- 
ary companies, some more equitable stand- 
ard of payment than a percentage of the 
gross revenues should be devised, since 
under this system an increase in the rates 
of the subsidiary company will increase the 
payments to the parent company, although 
it renders no additional service. 

The present increases are said to be 
primarily to meet the increases in wages to 
employees, but out of every hundred dol- 
lars granted to meet these higher wages, the 


3 Ohio Mining Co. v. Pub. Ut. Com., 140 N.E. 143 
(1922). 
* Re Central Union Telephone Co., P.U.R., 1920C, 534. 


Harvard Business ‘Review 
































A. T. & T. Co. takes toll of $4.50, and cer. 
tainly for this, it renders no additiona| 
service. Some more equitable standard 
should be devised for arriving at the value 
of the service rendered by the parent 
company.‘ 


Regulation of Holding Company Prac. 
tices: The Commission 


The last few years have seen the first 
positive effort to attempt the regula- 
tion of these holding company prac- 
tices. In the Dayton Power and Light 
Company case® in 1930 and the Colum- 
bus Gas and Fuel Company case‘ in 
1932 the commission made two more or 
less successful attacks upon certain 
holding company practices. The Co- 
lumbus case will be used as an example 
of the commission’s methods. 

The council of the city of Columbus 
passed an ordinance on September 3, 
1929, fixing the rates to be charged by 
the Columbus Gas and Fuel Company. 
The basic rate of 48¢ per thousand 
cubic feet of gas was the same as that 
set temporarily by the Federal Circuit 
Court during litigation over a preced- 
ing ordinance. The charter of the city 
requires that ordinances of this kind be 
submitted to the people at a general 
election. This was done, and in Novem- 
ber the ordinance was approved. The 
company then brought an appeal to 
the Public Utilities Commission to test 
the reasonableness of this ordinance. 

Hearings were begun, but it soon be- 
came apparent that the commission's 
hands were tied unless it could go back 
of the distributing company and exam- 
ine into the affairs of the wholesale 
company which supplied the gas. The 
distributing company produced no gas, foun 
buying its supply at the city gate from 047 3 
distr 
retur 
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he Ohio Fuel Gas Company. The Ohio 
e| Gas Company is a producing and 
smission company selling most of 
zas at wholesale to distributing com- 
anies. The chain did not stop here, 
»owever, since the Ohio Fuel Gas Com- 
pany could not produce from its own 
Ohio gas fields a sufficient quantity of 
to supply the demand. Therefore it 
ght gas at the state line from the 
d Fuel Company, a West Virginia 
corporation owning and operating gas 
ducing and transmission properties 
n that state. 

These companies are all subsidiaries 
f be e Columbia Gas and Electric Com- 
. This holding company owns the 
1mon stock of the Columbia Engi- 
neering and Management Company as 
well as that of these three companies. 
The management company manages 
|| three of these companies. But 
what relation has this intercorporate 
structure to the determination of the 
reasonableness of an ordinance rate in 

the city of Columbus? 
_The Columbus Gas and Fuel Com- 
any buys its gas from the Ohio Fuel 
Gas Company at the city gate and was 
hen paying 45¢ a thousand cubic feet. 
f the commission were required to ac- 
cept this contract gate rate of 45¢, the 
insufficiency of the 48¢ ordinance rate 
would be obvious. The determination 
f the value of the distribution plant 
used to serve the city is not a difficult 
one, and the rate would then be found 
by adding to this 45¢ gate rate an 
amount sufficient to pay the operating 
expenses of the distributing company 
together with a fair return upon the 
value of its property. This value was 
und by the commission to be $4,027,- 


47 and the operating expenses of the 


tribution system, allowing a 614% 
return, were found to be 16¢ per 


thousand cubic feet. This would have 


made the rate 61¢ whereas the com- 
pany was asking for 65¢. 

The commission would not accept 
this situation and said: 


The commission early took the position 
that inasmuch as these companies were so 
intimately related, in order to determine 
whether or not the rate charged was a fair 
one, it was obviously necessary to examine 
the entire structure to ascertain whether 
the rate charged by the Ohio Fuel Gas 
Company at the gate way was justified.’ 


The commission, therefore, ordered 
the Columbus Gas and Fuel Company 
to present evidence to justify this 45¢ 
gate rate. The company demurred at 
first, but finally obeyed the order by 
presenting evidence of the value of the 
property of the Ohio Fuel Gas Com- 
pany used in supplying this gas. It then 
was shown that a considerable portion 
of the gas delivered by the Ohio Fuel 
Gas Company to the Columbus Com- 
pany was purchased at the state line 
from the United Fuel Company. The 
reasonableness of the gateway rate 
for this gas was then also in question 
because of the common control of this 
company by the same holding com- 
pany. Again there was some doubt as to 
whether the company would supply 
this information since the United Fuel 
Company was a West Virginia corpora- 
tion and totally removed from any 
authority of the Ohio commission. The 
findings as to the value of its property 
made by the West Virginia commission 
were finally presented. 

With this evidence before it, the 
commission was now in a position to 
determine the reasonableness of the 
ordinance rate. The majority of the 
commission held this rate to be unrea- 
sonable and fixed a basic rate of 55¢ 
per thousand cubic feet. Of this rate 


7 Columbus Gas @ Fuel Co., P.U.R., 1933A, 341, 343. 
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39¢ was allocated to the wholesale 
company as a gate rate and 16¢ to the 
distributing company. In this way the 
commission hoped that the use of con- 
tracts between subsidiaries of the same 
holding company as a means for divert- 
ing revenues could be prevented. 

In 1934 in another Ohio Bell Tele- 
phone Company case® the commission 
again questioned the so-called license 
contract the company has with the 
American Telephone and Telegraph 
Company, its parent holding company. 
In the years that had intervened since 
they had first questioned this contract, 
the Supreme Court of the United States 
had handed down its decision in the 
Illinois Telephone Company case. The 
commission said: 


. it is our conclusion that said court 
in its decision intends that the payments by 
the telephone company to the American 
Company for license contract services be re- 
stricted to the actual cost to the American 
Company of benefits conferred upon the 
operating company or to the amount 
charged therefor, whichever is the lower. 


Thus on a basis of determination of 
costs and benefits to the Ohio com- 
pany, the commission examined the 
various services that the American 
company claimed to have rendered its 
subsidiary. Some items were disallowed 
in full, others in part, and a few 
were approved as claimed. The United 
States Supreme Court recently con- 
sidered this Ohio case on appeal and 
did not make any objection to this 
method, although the case was re- 
manded on other grounds. 

In 1933 the Ohio Public Utilities 
Commission attacked another phase of 


8 Re Ohio Bell Telephone Co., 2 P.U.R.(N.S.) 113. 

9 [bid., at 155. 

10 Ohio Central Telephone Corp. v. Pub. Ut. Com., and 
Mt. Vernon Telephone Corp. v. Pub. Ut. Com., 2 
P.U.R.(N.S.) 465. 
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this problem when it prohibited ty, 
local telephone companies from paying 
dividends to their stockholders as wel! 
as unwarranted fees and service charges 
to their controlling holding company, 
the Middle Western Telephone Com. 
pany,” their officers and employees, 
when there were neither earnings nor 
surplus from which such payments 
might properly be paid, and the con- 
tinuation of such payments would 
result in a deterioration of their prop- 
erties and impairment of their services 
to the public. These charges included 
salaries to certain employees of the 
holding company, who upon receiy- 
ing their salary checks immediately 
endorsed them over to the parent 
company. 

Thus the Public Utilities Commis- 
sion of Ohio has made some reasonably 
successful forays in the direction o/ ant 
regulating the intercorporate relation- 
ships of the operating utilities and their 
parent holding companies. However, 
the commission has been handicapped, 
as those in many other states are, in 
not having sufficient facts upon which 
to make reasonable decisions. ‘To rem- 
edy this situation two committees,” 
drafting proposed recodified utility 
statutes for the state, have provided 
that affiliated interests be shown, as 
they must be in a number of states. 
One of these statutes provides for 4 
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division of research and _ statistics, weal 
which, together with an expanded ac- appl 
counting division, would be expected to up.’ 
ferret out the necessary information cann 
for the commission. These two com- A gr 
mittees have joined their forces, and it Vers, 
is to be hoped that within the near * 
1 Special Advisory Committee on Public Utilities of rue 
the Ohio Bar Association. Report in The Ohio Sia ae 
Bar Association, Vol. VII, #43, January 21, 1935: “ 
Legislative Committee of the Ohio Association 02 wa 
Public Utility Questions. adeq 





two ‘yture a satisfactory bill will be passed 
ying by the legislature giving to the com- 
well mission additional statutory assistance 
Fees ‘1 its efforts to meet the problem pre- 
wi ented by the holding companies. 

om- 

_ Reculation of Public Utility Practices: 
nor Under Home Rule 

hts The home rule provisions of the Ohio 
aoa Constitution further complicate the 
uld regulation of the holding company con- 
- trolled utilities of the state. These pro- 
ice visions give the initial power over rates 
ded to the municipalities through authority 
the to enter into contracts with the utili- 


ties, thereby fixing the rates to be 
charged within the community. In at- 
the municipalities were plagued with 
nel the same problems as were presented 
to the commission. In addition, since 
satisfactory home rule regulation comes 
primarily through negotiation and by 
agreement, the prevalent lack of au- 
thority in the local management to 
ed, bind the local operating utility serves 
in as a major stumbling block. One impor- 
ich tant criticism of the holding company 
sol control of the operating subsidiaries is 
, this tendency to reduce local manage- 
ment to the status of high-paid clerks, 
the top company making all important 
decisions on policy. This very lack of 
any authority to make decisions on 
policy tends to destroy, or at least to 
weaken, local management’s ability to 
apply satisfactorily policies once set 
up. [hen too, these policies do not and 
annot reflect unique local conditions. 
A great deal of the friction and contro- 
versy so common to home rule bargain- 
ing is due to this very condition. 

The cities, on the other hand, as was 
true in the case of the commissions, 
have found it very difficult to obtain 
the facts basic to any reasonable and 
dequate regulation of holding com- 
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pany controlled subsidiaries. A city 
council cannot be expected to be suffi- 
ciently conversant with the problems, 
principles, and practices of utility man- 
agement and operation to be able to 
determine reasonable rate and service 
policies. They can, and must of course, 
employ expert assistance. When the 
facts are available and understood, and 
local management has the power to act, 
there is no fundamental reason why 
municipal home rule cannot be success- 
ful in attaining reasonable rates and 
service. The city of Cincinnati presents 
just such a case of the successful negoti- 
ation of an agreement fixing reasonable 
electric rates for the future. 

Cincinnati has for many years been 
one of the outstanding home rule cities 
in the state. The stenographic report 
of the Constitutional Convention of 
1912, which proposed and wrote the 
Home Rule Amendment to the Ohio 
Constitution, shows the Cincinnati rep- 
resentatives in the forefront of the de- 
bate. The city has a Director of Public 
Works whose duty it is to keep the city 
council informed on all utility matters. 
It has been alive to the many prob- 
lems facing municipalities in their 
attempts at controlling operating util- 
ities. It was among the earliest ad- 
herents of the “‘service-at-cost”’ type 
of street railway franchises. A few 
years ago the city was faced with the 
difficult task of negotiating a new fran- 
chise and rate ordinance with the Cin- 
cinnati Gas and Electric Company and 
the Union Gas and Electric Company, 
both operating subsidiaries of the 
Columbia Gas and Electric System. 

A public utilities committee was 
created by the city council, which, to- 
gether with the Director of Public 
Works, began negotiations with the 
companies. One of the first tasks facing 
this committee was to inform itself 
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as to the financial condition and costs 
of service of the operating companies. 
Expert engineering and accounting 
assistance was employed to provide 
the necessary factual base. Next the 
committee insisted that before any ac- 
tive negotiations were begun the local 
managements either get the authority 
from the Columbia System to bind 
their companies to any agreement, or 
persuade the parent company to send 
a representative to Cincinnati with 
the power to act. The holding company 
chose the latter alternative. 

A series of conferences were then 
held. The committee, on the basis of 
the information prepared by their ex- 
perts, questioned many of the policies 
and values set up by the companies. 
The companies, of course, used their 
own staffs in arguing the various points 
raised. The outcome was an agreement 
giving a definite basis for action. It was 
necessarily a compromise in many re- 
spects, but it was mutually agreed upon 
and therefore reasonably satisfactory 
to all parties involved. Finally, after 
several months of conferences and ne- 
gotiations, an agreed-upon rate and 
service ordinance was constructed and 
filed with the Public Utilities Com- 
mission. For electric service, the ter- 
minal rate for 1937-1938 is held by 
some to be the second best all-round 
electric rate schedule in use in cities 
of comparable size in the United States. 
For residential use it is as follows: 


First 5 kw.-hr. per room @.o04 per kw.-hr. 
Next 5 ” ” + @ .03 “ec “ 
Allover1o “ «6 @.o1s “ “ 


Minimum bill, 1o¢ per room but 
not less than 60¢ 
Four-room minimum for houses!” 


The total cost of this negotiation to 
the city was less than $20,000. This 


12, D. Gilman, ‘‘Comparison of Rate Schedules,” 
Public Utilities Fortnightly, Vol. 17, 1936, p. 479. 


compares with a cost to the city of 
Columbus in its current rate contro. 
versies with the Columbus Gas and 
Fuel Company running to more thay 
half a million dollars. Columbus has 
passed rate ordinance after rate or- 
dinance, only to have the company 
appeal them to the Public Utilities 
Commission. The decisions of the com- 
mission have then been carried by one 
party or the other through the courts 
at increasing cost and without a satis- 
factory decision. 

The example set by Cincinnati 
should be a challenge to other cities 
in Ohio and in those states which permit 
home rule regulation. However, the 
smaller communities cannot possibly 
carry on successful negotiation in the 
manner used by Cincinnati. They have 
neither the finances, the ability, nor 
the power to find the facts or to force 
the holding companies to grant author- 
ity to local management to bind the 
operating companies. They are handi- 
capped from the start. Home rule, no 
matter how successful it may be for 
larger communities, cannot be relied 
upon for these smaller towns. It is here 
that an adequate commission organiza- 
tion could provide the municipalities 
with the necessary basic facts as well 
as support in exerting pressure on the 
holding companies to enter into nego- 
tiations. Such an organization would 
be of great assistance to the larger com- 
munities as well. 

In so far as successful home rule 
regulation by negotiation can be ap- 
plied, it would appear to be eminent!) 
satisfactory, in that—the settlement 
being by agreement—both parties are 
satisfied that it is the best possible solu- 
tion. All too often, especially in Ohio 
where the parties are usually at swords 
points before they ever appeal to the 
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nission, the decisions of the com- 
n are satisfactory to no one. 
Utility Rates in Ohio 
\n analysis of the rate studies made 
he Federal Power Commission’® 
ws that Ohio’s rates compare very 
avorably with both the United States 
verage and one constructed by taking 
che average rates of seven states!* most 
rly similar economically to Ohio, 
nd reputed to have reasonably satis- 
ry regulation. Chart I shows these 
parisons graphically. 


Conclusion 
Ohio’s experience has been of pecul- 
significance because of the im- 
rtance of the holding company in this 
tate, particularly for natural gas and 
tric utilities. The American Tele- 
ne and Telegraph Company, of 
urse, dominates Ohio’s telephone com- 
panies as it does in other states. Three 
irge holding company systems control 
practically all of the natural gas dis- 
tributing companies in the state, while 
twelve of the major holding company 
systems controlling the greater portion 
‘the electric properties are especially 
teworthy of attention.'® Indiana is 
only other state with as many 
r holding company systems within 

ts borders. 
Some holding company officials have 
mitted the danger of abuse of the 
eat powers entrusted in their hands. 


C4 


ihe evidence is in; the experience in 


shows clearly the need for ade- 
ite regulation of the holding com- 
nies in their relationships with the 


jeral Power Commission, Electric Rate Survey, 
ry, 1935. 
, Wisconsin, Pennsylvania, Michigan, Illinois, 
1, Washington. 
The Columbia Gas & Electric Co., Cities Service 
Standard Oil Co. of N. J. (controls the East Ohio 


as ( 





operating companies. While the states 
have done much in attempting to meet 
this need, there is a great deal which 
can and must still be done if accom- 


CHART I 
RESIDENTIAL Rate Comparisons:* Onto, U. S. 
AVERAGE, AND AVERAGE OF SEVEN StaTest 
Smm1Lar TO Onxt10 
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25,000-49,999 + 
50,000-99,999 + 
100,000-249,999 + 
over 250,000 


Community Populations 


*Federal Power Commission, Rate Series #3, Average Typical 
Residential Bills, 1935. 

t Ohio, Michigan, Wisconsin, Pennsylvania, California, Illinois, 
Washington. 


plishment is to coincide with the aims 
of wide awake regulation. The Federal 
Public Utility Holding Company Act 
attacks from another direction and 
should be of considerable assistance, 
but in the end the states must carry 
16 The Columbia Gas & Electric Co., North American 
Co., United Light & Power Co., Commonwealth & 
Southern, Associated Gas & Electric Co., American Gas 
& Electric Co., Cities Service Co., American Water- 
works & Electric Co., Northeastern Water & Electric 
Corp., Utilities Service Co., Midland United Corp., 
United Public Utilities Corp. 
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the principal burden. Ohio’s example, 
both through commission action and 
under home rule by the municipalities, 
indicates some things which can be 
done and others which urgently need 
doing. Certainly close supervision of 
intercompany management contracts 
and contracts for purchase of services 
and supplies from affiliates, as well as a 
careful scrutiny of expense items, are 
within the reach of many commissions. 
Adequate power to require identifica- 
tion of affiliate interests, together with 
staff organizations properly trained 
and sufficiently financed to make full 
use of information when acquired, are 
shown to be desirable. 

The experience of at least some of 
the larger cities indicates an alterna- 
tive approach in those jurisdictions 
which permit home rule. These cities 
have certainly shown what can be done 








toward preventing holding company ex. 
ploitation in the face of a considerably 
handicapped commission. Although not 
a wholly satisfactory solution and one 
practically impossible of use by smaller 
communities, it is a valuable contriby- 
tion to the stratagems of the public. 

Ohio has demonstrated that holding 
companies can be regulated by the 
states, and its experience presents a 
hope for a more complete and adequate 
limitation upon the potential exploita- 
tions of holding companies. It is to be 
hoped that the Federal Government in 
its attack on the holding companies 
will not destroy the avenues of ap- 
proach developed by the states, bur 
will instead widen and improve their 
effectiveness, while adding new super- 
vision over those activities which are 
outside any possible regulation by the 


states. 
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O far as the subject of executives’ 
compensation is concerned, the 
case of Berendt v. Bethlehem Steel 

Corporation’ was of historic impor- 
tance. It revealed in detail the prac- 
tices, policies, and philosophy of a 
ereat corporation in the payment of its 
executives and precipitated a question 
which interested stockholders and the 
public alike. Were these practices 
characteristic of all corporations, par- 
ticularly all steel corporations? This 
yuestion went unanswered (as did simi- 
lar ones raised by other legal contro- 
versies) until after the revelations of 
the Federal Trade Commission and the 
Securities and Exchange Commission 
which made available for the first time 
Jetailed data upon executive compen- 
sation of all corporations listed on the 
New York Stock Exchange and the 
New York Curb Exchange. Important 
questions in this area may now be 
studied. Among the questions to be 
considered in this article are: How 
much are the officers of steel corpora- 
tions paid ? What share of earnings and 
what percentage of sales go to execu- 
tives? What fluctuations occurred in 
executive payments over a period of 
years?’ How do such payments among 
steel companies compare with those in 
other industries? What methods were 
followed in paying executives? 


The Executive Group Defined 

The most important point, yet the 
most difficult to define in this study, 
*Part of the funds needed to carry on this study 
was made available by the Milton Fund of Harvard 


University. 


‘108 N.J. Eq. 148, 154. Atl. 321 (1931). 


THE COMPENSATION OF EXECUTIVE OFFICERS OF 
STEEL CORPORATIONS* 


BY JOHN CALHOUN BAKER 








was ‘‘Who are the executive officers of 
a steel corporation?” Some definition, 
no matter how arbitrary, was essential. 

Since the compensation data for the 
first five years covered by this analysis 
were secured from reports received 
from individual companies by the Fed- 
eral Trade Commission, it is important 
to inquire into the nature of the mate- 
rial thus made available—and to deter- 
mine whether it permits a definition 
of “executives.” The Federal ‘Trade 
Commission requested companies to 
submit information on “‘salaries and 
all compensation, direct and indirect, 
including that from subsidiary and 
afhliated companies, paid to executive 
officers and directors each year from 
1928 to 1932 inclusive, and also the 
rate of salary as of September 1, 1933.” 
This request forced each company to 
define and interpret ‘“‘executives.” A 
survey of the reports filed indicates 
that the compensation figures sub- 
mitted to the Federal Trade Commis- 
sion are for the top men ordinarily 
described as officers. Except when 
otherwise indicated, therefore, the ex- 
ecutive group is limited to officers or 
those men who devise and direct gen- 
eral corporation policies. A character- 
istic list of these executive positions 
would include the following: chairman 
of the board, president, vice president, 
treasurer, sales manager, comptroller, 
and sometimes certain directors. From 
1929 to 1935 the average number of 
officers for the companies studied was 
nine for each company. 

Statistical material available for the 
years 1934 and 1935 from the Securities 
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and Exchange Commission covers a 
similar, but somewhat larger, group 
of executives; in many instances ad- 
justment of the figures for these years 
was necessary in order to establish a 
series of comparable data for the entire 
period. After a careful analysis of all 
data the writer decided that it was 
possible to define clearly the executive 
group and followed closely the pattern 
outlined by the two commissions. 

One criticism of the available statis- 
tical material relating to executive of- 
ficers is that a large corporation with 
many subsidiaries will probably not 
reveal payments to the officers of its 
subsidiaries and therefore understate 
total payments to “all” officers. This 
should be borne in mind in comparing 
percentages paid by large corporations 
with those paid by small corporations. 
This criticism does not, however, in- 
validate the significance of the figures 
indicating the total amount or the 
percentage of earnings or sales going 
simply to the executive officers, i.e., the 
guiding and directing group, of any 
company; nor does it necessarily give 
misleading comparisons of companies 
with a somewhat similar number of 
subsidiaries. With the definition of 
executives clearly in mind, as stated 
above, the figures should not be mis- 
leading, but on the contrary should 
throw much light on a controversial 
problem cloaked in the past with much 
mystery. 


2 Thus company earnings, for example, those of the 
United States Steel Corporation in 1929, were secured 
as follows: 
Balance available for 

dividends* $197, 592,000 
Plus: Interest charges $14,945,000 

Total executive com- 

pensation 1,053,000 15,998, 000 





Earnings $213,590, 000 


* The ‘‘ Balance available for dividends”’ of most companies was 
secured from Moody's Manual of Industrials. 


Earnings and Sales 


Important among the elements of 
corporate statistics with which execy- 
tive compensation must be compared 
are earnings? and net sales. Net sales 
is a commonly recognized term, but 
earnings may have numerous mean- 
ings. For the purpose of this study 
“earnings” is defined as net income 
after all charges including Federa| 
taxes and depreciation but prior to 
executive compensation and bond inter- 
est. The purpose of establishing an 
earnings figure prior to executive com- 
pensation was twofold; first, it was a 
means of relating remuneration of 
officers to their achievements as meas- 
ured by company income prior to ex- 
ecutive payments—the element being 
studied; second, it was a basis for com- 
parison of the shares of income going 
to executives and to stockholders 
respectively. 

The exclusion of bond interest from 
expense in arriving at earnings was 
prompted by the need for comparabil- 
ity among companies. Certain corpora- 
tions operate on substantial amounts 
of borrowed capital with consequent 
interest charges while others operate 
almost entirely on owned capital against 
which no interest charges are recorded 
in published statements. 


Steel Companies in This Study—Size 


Although statistical information was 
secured and examined for all the so- 
called steel companies listed on the 
New York Stock and Curb Exchanges, 
nevertheless this study is limited to 
the 24 steel companies* described as 


3 Classification of 24 Steel Companies by Siz 
Large Companies 
The American Rolling Mill Co. 
Bethlehem Steel Corporation 
(For remainder of footnote see p. #75.) 
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producers.” Companies pre- 
iominantly concerned with iron ore, 
n, or fabrication or forging of 
were not included. Information 
this study was secured not only 
fy Federal Trade Commission and 
Securities and Exchange Commission 
rds but also from annual reports, 
listing statements, and similar public 
rces. The companies chosen differed 
ereatly in size, and in classifying the 
entire group into 10 large and 14 small 
mpanies, the writer considered both 
ssets and sales. There appeared to be 
finite correlation between sales vol- 
me and assets, particularly for the 
large companies. 
Of paramount significance in an ex- 
amination of almost any phase of the 
steel] business is an appreciation of the 
vide fluctuations in sales and earnings 
ver a period of years. This is particu- 
larly true in an analysis of this type 
in which executive compensation is to 
be related to sales and earnings. Sales 
figures were available for only 15 of the 
24 companies in this study over the 
entire 1928-1935 period. Table I was 
prepared using these data as bases to 
indicate average (median)‘ annual sales 
for all 1§ companies and also for 8 
small and 7 large companies. 
For sales, the peak for both large 
and smal! companies was reached in 


Crucible Steel Co. of America 

Inland Steel Company 

Jones & Laughlin Steel Corp. 

National Steel Corporation 

Republic Steel Corporation 

United States Steel Corp. 

Wheeling Steel Corporation 

The Youngstown Sheet and Tube Co. 
Small Companies 

Allegheny Steel Company 

A. M. Byers Company 

The Colorado Fuel & Iron Corp. 

The Eastern Rolling Mill Co. 

Follansbee Brothers Company 

General Steel Castings Corp. 

Granite City Steel Company 


1929; from that year sales dropped 
precipitously to almost 25% of this 
amount in 1932. By 1935 the average 
for the group had little more than 


CHART I 
Inpices OF CHANGE IN SALES; 1928-1935 
(1929 = 100) 




















A/l/ companies 
eceewe= 8 sma// companies 


——— 7 larger companies 


















































1928 1929 1930 1931 1932 1933 1934 19 


doubled that for 1932. Table I also 
shows clearly the wide difference in 
average sales volume between the large 
and the smal! group, the latter being 


Gulf States Steel Company 

Ludlum Steel Co. 

Otis Steel Company 

Pittsburgh Steel Company 

Sharon Steel Hoop Company 

Superior Steel Corporation 

Truscon Steel Company 
‘The median for a particular item is secured by ar- 
ranging the figures reported for the individual com- 
panies in order of their magnitude. The middle item in 
such a series, or the average of the middle two items 
if there is an even number of figures in the tabulation, 
constitutes the median. Such an average is not 
affected by unusually high or low figures as would be 
the case with the arithmetic average of all the figures 
in the series. 
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only slightly over one-tenth the size 
of the large companies in 1929. This 
relation changed somewhat over the 
period because sales volume of the 
small companies on the average re- 

TABLE I 


AveraGe Saves AND Retatives OF CHANGE IN Sates For 15 STEEL CoMPANIEsS: 1928-1935 
(median figures) 


were more than 20% below 1929; re- 
covery in 1933 was of no significance, 
though in that year, it should be 
remembered, sales had risen substan- 
tially. It is to be noted as well that the 








Average Annual Sales* Relativest 
All & Small 7 Large All & Small 7 Large 

Year Companies Companies Companies Companies Companies Companies 
1928 $33.9 $12.6 $111.3 89 95 88 
1929 38.2 13.3 126.7 100 100 100 
1930 28.6 g.1 90.4 75 68 71 
1931 18.5 7-4 54.9 48 56 43 
1932 10.4 4.7 31.0 27 35 24 
1933 11.9 6.9 44.9 31 52 35 
1934 17.3 6.0 54.5 45 45 43 
1935 22.1 8.4 76.8 58 63 61 

* In millions of dollars. 


t 1929 median figure = 100. 


average assets of the smaller group of 
companies fell steadily until 1935, 
when they were 37% below 1929. 
Table II indicates the average asset 
changes by years. 


sisted depression better than did the 
sales of the larger companies. Character 
of output may have been the cause for 
this difference. By 1935, however, the 
1928-1929 sales relationship appeared 
to be returning. These tendencies are 

shown graphically in Chart I. 
Although corporate assets might not 
be expected to fluctuate widely over a 
TABLE II 


Averace Net Assets ANp INpices oF CHANGE IN Net AsSETs For 18 STEEL ComPANIES:* 1928-1935 
(median figures) 


Executive Compensation and Sales 


The fraction of the sales dollar 
going to executives is indicated by 





Average Net Assetst Indext 

All 70 Small§ & Large} All zo Small§ & Large! 
Year Compantes Companies Companies Companies Companies Companies 
1928 $52.4 $19.0 $167.5 101.35 72.52 95.71 
1929 Si.9 26.2 175.0 100.00 100.00 100.00 
1930 48.5 24.5 172.0 93.81 93.51 98.29 
1931 46.4 22.1 160.9 89.75 84.35 91.94 
1932 43.1 20.4 151.8 83.37 77.86 86.74 
1933 42.2 19.7 149.1 81.62 75.19 85.20 
1934 40.8 18.5 147.0 78.92 70.61 84.00 
1935 — 40.9 16.5 153.9 - 79.11 62.98 87.94 
; ap Soe pe ng companies reported comparable net assets over the period 1928-1935. 


t 1929 median figure = 100. ' : 
§ Small companies are those having less than $90,000,000 in net assets in 1929. 
|| Large companies are those having more than $90,000,000 in net assets in 1929. 


short period of years, such fluctuations _ the relation between sales and execu- 


nevertheless did occur for the steel 
companies over the period examined. 
Average assets of the entire group 
declined steadily until 1934, when they 


tive compensation. Table III shows 
the situation clearly, not only for 
steel companies, but also for retail 
organizations and for a sample ol 
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clearly that relatively smaller reduc- 
tions had occurred in executive com- 
pensation payment than sales. The 
wide fluctuation of percentage pay- 
ments is most pronounced among the 
steel group and least among the chain 
store group. Both phenomena may be 


100 industrial companies® for the 
years 1928 to 1935. In an interpre- 
tation of these percentages over the 
period it is important to bear in mind 
the fluctuations in sales not only by 
years but by groups. For example, 
the fluctuation in sales of the steel 
TABLE III 


ExecuTIVE COMPENSATION AS A PERCENTAGE OF SALES IN STEEL ComMPANIES, RETAIL COMPANIES, AND 
INDUSTRIAL CoMPANIES:* 1928-1935 














Steel Companiest Retail Companiest Industrial Companies§ 
Small Large Chain Store Retail Store Small Large 
Exec. Exec. Exec. Exec. ; Exec. - Exec. 
Num- Compen- Num- Compen- Num- Compen- Num- Compen- Num- Compen- Num- Compen- 
Year ber sation ber sation ber sation ber sation ber sation ber sation 


(1) (2) (3) (4) (5) (6) (7) (8) (9) (ro) (11) ~~ (172) 





1928 10 0.95% 7 0.54% 22 0.5% 13 0.8% 24 0.9% 24 0.5% 
1929 10 0.92 7 0.57 22 0.4 13 0.8 23 0.9 25 0.6 

193 10 '.27 7 0.76 22 0.3 13 0.8 24 1.1 24 0.6 

193! 10 1.82 8 0.85 23 0.3 13 1.0 22 1:9 24 0.6 
1932 9 2.06 9 0.97 22 0.3 13 1.2 24 2.3 24 1.0 
1933 ‘ 

1934 10 1.06 8 0.55 21 0.3 14 ‘3 9 4 9 0.6 
1935 II 0.89 8 0.43 18 Oo. 4 1.1 1a 9 0.4 

* Variations from year to year in the number of companies used resulted from the lack either of sales or of executive compensation data 


r certain of the companies in some of the years. 


+ 
L 


mpanies reporting to the Federal Trade Commission and the Securities and Exchange Commission for which sales figures and executive 
pensation figures are available in the sample of 24 companies used in this study. Small companies are those having sales less than 


{s0,000,000 and net assets less than $90,000,000 in 1929, and large companies are those having sales greater than $50,000,000 and net 


assets greater than $90,000,000 in 1929. 
tC 


npanies reporting to the Federal Trade Commission and the Securities and Exchange Commission for which sales figures and executive 
npensation figures are available in the sample of 38 companies used in this study; see the author’s ‘‘The Compensation of Executive 


Officers of Retail Companies, 1928-1935,” Bureau of Business Research, Harvard University, Business Research Studies #17, March, 1937. 
} Companies reporting to the Federal Trade Commission and the Securities and Exchange Commission for which sales figures and executive 
npensation figures are available in a sample of 100 industrial companies; see the author’s ‘‘Executive Compensation Compared with 


Farr 
Larnin 


ngs,” XIV HARVARD BUSINESS REVIEW 2, Winter, 1936. The industrial companies were classified according to net assets in 1929. Those 


having less than the median asset figure of $27,517,000 were grouped as small companies, while those with net assets in excess of the median 


figure were grouped as large companies. 

Data not available. 
companies was greater than fluctua- 
tions either in the retail or in the gen- 
eral industrial group. 

Two variables are present in these 
percentage figures on Table III: execu- 
tive compensation, which was dras- 
tically adjusted; and sales, which 
declined precipitately from 1929 to 
1932, when they reversed the down- 
ward trend and began to increase. Little 
explanation of the table is necessary. 
[t is sufficient to point out that in most 
groups the largest percentage of the 
consumer’s dollar was paid to execu- 
tives in 1932, a fact which indicated 
‘John C. Baker, “Executive Compensation Com- 


pared with Earnings,” xIv HARVARD BUSINESS RE- 
view 2, Winter, 1936. 





explained by sales volume: for steel, 
sales declined drastically because of 
the type of business, and for the chain 
stores only moderately because, al- 
though sales per store declined, many 
new stores were opened to offset losses 
in volume. 

In addition it is significant that the 
percentage of sales paid in executive 
compensation by the smaller steel com- 
panies fluctuated more widely than did 
those of the larger steel companies; in 
1935 the percentages paid were smaller 
for both groups than during any other 
period in this study. A like condition 
did not exist either in the retail or in 
the industrial groups. 
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In previous studies by the author,® 
more emphasis was placed on earnings 
in relation to executive compensation 
and less on sales than in this study. For 
example, the share of earnings (as 
herein defined) going to executives was 
contrasted with the share going to 
stockholders. Such annual comparisons 
in this study were impossible because 
of the large number of company defi- 
cits appearing in 1931, 1932, and 
1934. More emphasis, therefore, was 
placed on the relation between execu- 
tive compensation and sales than on 
the relation between executive com- 
pensation and dividends. 


Changes in Executive Employment and 
Methods of Executive Compensation 

A tabulation of the number of officers 
reported in successive years by the 
different companies disclosed some 
year-to-year variations in the number 
of executives per company. As few as 
3 and as many as 16 were listed by 
individual companies. Except in a few 
instances, however, the number per 
company fluctuated little each year. 
The median number of executives per 
company for the entire group was 9 
each year from 1929 to 1935 with the 
exception of 1933, when it was 8. 

This median indicates that executive 
employment displayed great steadi- 
ness. An index of the total number of 
executives employed by the 24 steel 
companies substantiates this conclu- 
sion, since it shows an increase from 
100 in 1929 to 105 in 1932. 

An entirely different picture is re- 
vealed, however, by a study indicating 
the number of companies continuing 
bonus plans and paying bonuses in 
addition to formal salaries during the 


6 “Executive Compensation Compared with Earn- 
ings,” supra; “The Compensation of Executive 
Officers of Retail Companies, 1928-1935,” Bureau of 





1928-1932 period. In 1929, 15 or about 
two-thirds of the companies had bonus 
plans in operation; by 1932, the num- 
ber using such plans had declined to 
g. This decline, drastic though it is, 
appears small as compared to the 
decline in the number of executives 
receiving bonuses between 1929 and 
1932. In 1929 about 42% of all execu- 
tives in the group studied received 
bonuses; by 1932 this number had 
declined to 6.5 % of almost the identical 
number of executives. This decrease in 
the number of executives receiving 
bonuses was substantially greater in 
the steel group than in the retail or 
industrial group. The significance of 
this decline may be expressed in an- 
other way: in 1929, 15% (median) of 
total executive compensation was in 
the form of bonus payments and by 
1932 these payments had entirely dis- 
appeared; during this period total 
compensation had declined about 32%. 


Executive Compensation Practices of 
Individual Companies 


Table IV, based on 24 steel com- 
panies, was prepared to indicate median 
percentages of executive compensation 
in relation to earnings and sales, earn- 
ings as a percentage of sales, and the 
fluctuations in dollar executive com- 
pensation from 1928 to 1935, expressed 
in relatives. The median averages fail 
to indicate the wide fluctuations in the 
percentages among the different com- 
panies. The dispersion is wide in every 
item studied. Executive compensation 
compared to earnings fluctuated from 
less than 14 of 1% to over 23%, the 
median being 5.77%. ‘The median for 
large companies is slightly over 4% and 
for small companies over 7%. The 


Business Research, Harvard University, Business 
Research Studies #17, March, 1937. 
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ercentage of executive compensation 
sales in 1929 displayed a spread from 
508°, to 1.68%. The median for all 
npanies is 0.82%, for the large com- 
nies 0.57%, and the small companies 
Executive compensation as 
both to earnings and to sales 


.Q2o- 


} 
reiatea 


deviations from the medians among 
the different companies. Of the 16 com- 
panies for which figures are available 
from 1928 to 1935, three-fourths show 
declines of substantial proportion. Only 
5 of the group paid larger total amounts 
to executives in 1935 than in 1929; and 


TABLE IV 


rive COMPENSATION FIGURES FOR 1929 AND FOR THE YEARS 1928 THROUGH 1935 IN RELATION TO 1929 FOR 
24 STEEL COMPANIES 


(median figures) 








Executive 
Compensation 
in 1929 
—  Earn- 
Per- ingsasa Number 
centage Per- Per- of 
of centage centage Execu- 
Earn- of of Sales tives 


ings Sales 1929 1929 


(1) (2) (3) (4) 


Total Group °F 0.82 12.54 9 
Small Companies 7.38 0.92 I1.34 7 
Large Companies 4.09 0.57 16.97 15 


t available. 


Index of Change in Dollar 
Executive Compensation 
(7929 = 700) 





1928 1929 1930 1931 1932 1933* 1934t 1935T 
(5) (6) (7) (8) (9) (to) (at) (12) 


go 100 93 77 = 65 69 75 
IOI 100 93 76 65 61 76 
85 100 97 81 69 72 «75 


¢ the figures furnished for 1934 and 1935 by the Securities and Exchange Commission (in many cases) were not comparable with those 
by the Federal Trade Commission for 1928 through 1932, the index numbers in columns 11 and 12 are in part estimates based 


mparison of the material from both sources. 


reveals a lower percentage going to 
executives of the large companies than 
to those of the small companies. Earn- 
ings as a percentage of sales also 
show wide dispersion, fluctuations 
measuring all the way from 4% to 
20.55%. Column 4 gives the median 
number of individuals considered execu- 
tives by the compauies in 1929. 

One of the most significant sections 
‘this table is columns 5 to 12 in- 
dicating in relatives—1929 equalling 
100—the fluctuation in total payments 
to executives by companies from 1928 
to 1935. Figures for 1933 were not 
available. For the group as a whole, 
payments rose from 1928 to 1929 and 
then declined steadily to 1932 when 
they were 35 points below 1929. By 
1935 payments had risen 10 points. It 
should be noted that differences in 
licies did exist between large and 
mall companies in certain years. Of 
marked significance, again, are the 


4 paid around one-half or less in 1935 
as contrasted to 1929. 


Comparison of Compensation, Earnings, 
Dividends, and Interest 


In contrast with Table IV, Table V 
summarizes the distribution of earn- 
ings as defined above (after all charges 
but before bond interest and executive 
compensation) and presents relatives 
(1929 = 100) indicating trends for 
compensation, interest, balance avail- 
able for dividends, earnings, and divi- 
dends from 1928 to 1935. The figures 
are broken down into two groups, those 
for large and those for small companies. 
Column 1 indicates the distribution of 
earnings. It is noteworthy that execu- 
tive compensation absorbed on the 
average 5.77% of earnings in 1929 
which compares with the average of 
6.5% in a study of 100 industrial com- 
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panies.’ Interest payments not only are 
a much larger percentage of earnings— 
almost double the share going to execu- 
tives—but in addition they take a 
much larger share than they do in any 


TABLE V 
Executive Compensation, INTEREST, BALANCE AVAILABLE FOR DivipENps, AND DivipENps 1n REtatiox TO 
EARNINGS,* TOGETHER WITH INDICES OF CHANGE IN THE DOLLAR FiGuRES FOR THESE ITEMs: 1928-1935 


Column 1, for 1929, contrasted with 
column 10 (accumulated figures for 1; 
companies) reveals an interesting Pic- 
ture. Since the figures in column 10 are 
for a seven-year period they are far 





Percentage 
of Total 
Percentage Median Figures, Earning; 
of Total 1929 = 100 1928-1935 
Earnings — (excluding 
1029 1928 1929 1930 1031 1932 1033 1034 1035 1033) 
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10 
All Companies 
Executive Compensation 5.77% 90 100 93 77 65 § 69 75 11.02% 
Interest 9.87 102 100 97 97 99 96 95 96 40.73 
Balance Available for Dividends 84.31 71 100 33 334 48d 204 34 16 49.70 
Earnings 100.00 75 100 45 rid 334 § 11 35 ‘100,00 
Total Dividends 39.35 76 100 95 47 6 ° ° 8 64.48 
Total Dividends as a Percentage of 
Balance Available for Dividends 46.46 106. 43 
Small Companies 
Executive Compensation 7.38% 101 100 93 76 65 § 61 76 
Interest 8.57 101 100 04 96 99 96 95 96 
Balance Available for Dividends 83.56 72 100 304 56a 644 314 gd 35 
Earnings 100.00 75° 100 10d 334 449 § 6d 39 
Total Dividends 39.87 68 100 87 23 ° ° ° ° 
Total Dividends as a Percentage of 
Balance Available for Dividends 49.17 
Large Companies 
Executive Compensation 4.09% 85 100 97 81 69 § 72 75 
Interest 12.06 106 100 99 112 100 106 103 103 
Balance Available for Dividends 85.63 66 100 47 18d 394 154 I 13 
Earnings 100.00 71 100 49 sd 25d § 15 23 
Total Dividends 36.86 85 100 105 56 7 ° ° II 


Total Dividends as a Percentage of 
Balance Available for Dividends 44. 


Os 
* Earnings are defined as net income after all charges including depreciation and Federal taxes but prior to executive compensation and 


bond interest. 
t Includes all companies for which data was available. 


t Since only 12 companies reported data for the entire seven-year period, it was not feasible to establish median figures for small and 


large companies separately. 
§ Data not available. 
d Deficit. 


other study made by the author. Simi- 
lar figures for small and large com- 
panies suggest that a larger percentage 
of earnings go to executives of the 
smaller companies. The percentage 
going to interest in the larger com- 
panies, however, was higher. 

The balance available for dividends 
was 85.6% for the larger companies as 
contrasted to 83.6% for the smaller 
companies. The distribution of earn- 
ings as dividends varied little between 
the two groups, 40% going to stock- 
holders of the small companies and 37% 
to the stockholders of large companies. 


7“Executive Compensation Compared with Earn- 
ings,” supra. 


more significant than those in column!, 
which relate not only to a single year, 
but to a very prosperous one. The 
story revealed by the figures should be 
examined carefully. Almost twice the 
share of earnings went to executives 
over the 1928-1935 period as in 1929. 
Also interest charges absorbed about 
41% of earnings for the period, as con- 
trasted with 10% in 1929; finally, the 
balance available for dividends for the 
period was 50% as contrasted with 
84% in 1929. 

The year-to-year fluctuations in the 
actual dollar amounts of the five items 
being examined are shown in col- 
umns 2 tog inclusive. The actual dolla 
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amounts for all items rose from 1928 to 
1929 with the exception of interest, 
which declined. From 1929 to 1932 
executive compensation declined 35 
points and then rose 10 points to 1935. 
Interest payments declined very little 
and even rose 2 points above 1929 in 
1934. In 1935 they declined again to 
around the 1933 level, apparently re- 
fecting refinancing at lower interest 
rates. 

In the items, “‘ Balance Available for 
Dividends,” ‘‘Earnings,” and “Divi- 
dends,” catastrophic changes occurred. 
Neither “‘Balance Available for Divi- 
dends” nor “‘Earnings” existed after 
1930; indeed there were large deficits. 
In 1934 these reappeared timidly and 
in 1935 they both registered substantial 
increases. 

“Total Dividends” and “* Total Divi- 
dends as a Percentage of Balance Avail- 
able for Dividends” in columns 1 and 
10 require special explanation at this 
point to avoid possible confusion. ‘‘’To- 
tal Dividends” is the percentage of 
dividends paid to earnings prior to 
executive compensation and bond in- 
terest. This item, as explained earlier, is 
calculated to permit a comparison be- 
tween the share of the earnings fund 
going to executives and that going to 
stockholders. It reveals that in 1929 
stockholders received sevenfold more 
than executives and for the seven-year 
period, sixfold. To use the figures in any 
other way would be entirely mislead- 
ing. To avoid possible misunderstand- 
ing, “Total Dividends as a Percentage 
of Balance Available for Dividends” 
was estimated. This item, in contrast 
with “Total Dividends,” is the per- 
centage of dividends paid after execu- 
tive compensation and bond interest 
have been deducted from earnings, 
which is the commonly accepted earn- 
ings figure. In 1929 the entire group of 


24 companies paid out 46% of earnings 
(the commonly accepted figure) in divi- 
dends, and for the entire seven-year 
period paid out 106% of earnings. 
Small and large companies in 1929 
followed similar policies in the amount 
of dividends paid. The index of total 
dividends paid when contrasted with 
balance available for dividends helps 
explain this similarity by showing that 
total dividends paid by the group in 
1930 were far larger than earnings 
available for dividends, and that sub- 
stantial dividends were also paid in 
both 1931 and 1932 when the group had 
large deficits. The percentage in column 
10 of Table V indicates clearly that, on 
the average over good and bad years, 
taking bonded indebtedness into ac- 
count, not too much, but rather too 
little, was being “‘ plowed back”’ by the 
steel companies. This “‘perspective of 
years” rather than an annual glimpse 
reveals clearly the fallacy of basing 
any conclusions on corporate dividend 
policies simply on good years. Inci- 
dentally it may mean, so far as the 
steel companies are concerned, that the 
new tax law will over a period of years 
tend to reduce the payment of divi- 
dends instead of increasing them. 

Among the index figures of impor- 
tance in Table V, when segregated into 
large and small companies, are those 
indicating the substantial increase in 
interest payments of large companies 
from 1930 to 1935 and the annual de- 
clines of balance available for dividends 
among small companies when con- 
trasted with large companies. The so- 
called small companies appear to have 
had larger losses for a longer period of 
years than the !arge companies. 

The significance of Table V_ can 
hardly be overemphasized. One criti- 
cism, however, might be directed to- 
ward it; namely, that the number of 














482 Harvard Business ‘Review 


companies varies somewhat from year 
to year. To meet this criticism Table VI 
was prepared for the 12 companies, 
making available strictly comparable 
data for the periods studied. The note- 
worthy point is that so little difference 
appears between comparable figures 
on this table and on Table V. The only 
additional light thrown on this section 
of the study by Table VI is that the 


TABLE VI 
PercentaGeE or Executive Compensation, IN- 
TEREST, BALANCE AVAILABLE FOR DiIvIDENDS, AND 
DivipeNps IN RELATION TO EARNINGS FOR TWELVE 
ComPaNIEs:* 1929 AND 1928-1935 (EXCLUDING 1933) 
(median figures) 
1928-1935 
1929 (excluding 1933) 
Executive Compensa- 


tion 5.56% 11.02% 
Interest 14.13 40.73 
Balance Available for 

Dividends 82.33 49.70 
Earnings 100.00 100.00 
Total Dividends 38.93 64.48 


Total Dividends as a 
Percentage of Bal- 
ance Available for 
Dividends 45-77 106. 43 


* Earnings figures for all twelve companies were available for each 
year of the period covered. 


group of 12 steel companies over the 
seven-year period paid out more in 
dividends over earnings than indicated 
in Table V. 

Dollar Compensation of Executive 


Officers 


Thus far in this study the payment 
of executive officers of steel companies 
has been examined in relation either 
to sales or to earnings. There remains 
to be considered, therefore, the ac- 
tual amounts in dollars paid to such 
executives. 

Reports of individual companies to 
the Federal Trade Commission furnish 
comparable data on salaries and addi- 
tional cash compensation of all execu- 
tive officers separately for the years 
1928 to 1932. Similar material for 1933 


covers only the first nine months, and 
hence cannot be compared with the 
figures for prior years. The forms used 
by the Securities and Exchange Com- 
mission in 1934 and thereafter, on the 
other hand, provided for an itemization 
of total compensation figures for only 
the three men receiving the highest 
total cash remuneration; the salaries 
to the remaining officers are given in 
total. In order to study changes in 
formal executive salaries from year to 
year, it was necessary to limit the data 
used to material equally available from 
both sources. Consequently the cash 
compensation for the three highest 
paid men in each company was tabu- 
lated for each year from 1928 to 1935 
with the exception of 1933. Median 
dollar figures appear in Table VII for 
the three highest paid men for each 
year and for large and small steel com- 
panies. For all the companies exam- 
ined, the highest average (median) 
compensation was paid in 1929; the 
amount declined steadily until it was 
slightly below $40,000 in 1932. In 1934 
and 1935 increases occurred. This over- 
all average for the highest paid man 
is not nearly so significant, however, as 
the same figure for large and small 
companies. An examination of this 
average leaves no doubt that corporate 
size irrespective of earnings has a sub- 
stantial effect on the payment of execu- 
tives. For example, in 1929, the peak 
in the average payments to the highest 
paid man, small companies paid their 
highest paid officer $36,000 and large 
companies $160,000; and in 1928 and 
1930, when the averages for the highest 
paid man of small companies ranged 
around $36,000, average payments to 
the highest paid employee of large com- 
panies were around $200,000. Sharper 
declines from these averages, however, 
occurred for the large companies than 
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. small companies. Similar interest- 
bservations, clearly indicated in 

ble VII, may be made also about the 
nd and third highest paid men. The 
ead in payments to similar men in 
e different groups is always wide, the 
Scer of the smaller companies receiv- 
> often as little as one-third or one- 


Lil 


» larger companies. 


1 Officer 
es 
panies 
( panies 
hest Paid 
nies 
ge Companies 


Companies 
chest Paid Officer 
panies 
mpanies 
Companies 
Number of Companies 
\ mpanies 
ge Companies 
il] Companies 
* 1933 omitted; data not 


1928 


— 





% of 
Salary 
of 
Highest 
Paid 
Amount Officer Amount 


$60,000 100% $64,200 
211,400 100 160,000 
36,000 100 36,000 


31,700 53 35, 
84,400 40 92, 
21,000 58 24, 


24,000 40 22, 


54,400 26 59,500 

17,300 48 20,000 

21 21 

8 8 

13 13 
available. 


1929 


a 


the amount paid to the officer of 


rapidly and remained depressed after 
substantial increases occurred among 
the smaller companies. The conclusions 
from this table agree with those reached 
in Table IV concerning total executive 
payments. 


Methods of Paying Executives 
The question of how executives are 
to be paid has with the publication of 


TABLE VII 
yprcaL Casu CoMPENSATION OF First, SEconp, AND Tutrp HicHest Paip Executives: 1929~-1935* 
(median figures) 








1930 1931 1932 1934 1935 
% of % of % of % of % of % of 
Salary Salary Salary Salary Salary Salary 
of 0) of of of of 
Highest Highest Highest Highest Highest Highest 
Paid Paid Paid Paid Paid Paid 
Officer Amount Officer Amount Oficer Amount Officer Amount Officer Amount Officer 
100 % $60,000 100% $45,200 100% $39,800 100% $47,800 100% $52,300 100% 
100 200,000 100 170,000 100 94,300 100 53,700 100 105,000 100 
100 34,400 100 29,600 100 28,000 100 32,300 100 27,900 100 
$5 48,200 80 38,800 86 28,000 70 30,200 63 30,100 58 
58 105,000 53 80,400 47 52,500 56 50,000 93 67,600 64 
63 23,200 67 21,600 73 18,100 65 16,400 SI 16,600 59 
34 35,000 58 27,400 61 19,100 48 20,700 43 24,900 48 
37 63,000 32 54,600 32 49,700 53 40,800 76 56,900 54 
56 18,200 53 17,700 60 12,600 45 13,000 40 12,900 46 
23 24 24 17 18 
9 10 10 7 8 
14 14 14 10 10 


Percentage figures on Table VII also 
indicate the spread in payments among 
the first, second, and third highest paid 
men. These varied from year to year, 
ind the only general conclusion to be 
reached about the spread is that it 
tended to be irregular and substantial. 
\ separate study also was made of the 


fluctuations in the total payments to 
the three highest paid men. Medians 
ior all companies and the small and 
large groups are given in Table VIII. 


This table indicates that most com- 


panies paid top salaries in 1929, and 


at salaries for all declined thereafter 


1932. 


Furthermore, the decline 


n the salaries paid to the three highest 


in large 


companies 


fell 


more 


salary data become more and more 
important. Although it is not the pur- 
pose of this study to dwell at great 
length on this point, nevertheless some 
TABLE VIII 
Torat CasH CoMPENSATION OF THE THREE HIGHEST 
Paip Executives In STEEL ComPANIES: 1928-1935* 
(indices of compensation: 1929 = 100) 
1928 1929 1930 1931 1932 1934 1935 


All 

Companies 93 100 95 83 71 65 69 
Small 

Companies 94 100 95 83 72 65 84 
Large 

Companies 85 100 95 75 65 68 66 
* 1933 omitted. 

mention needs to be made of the 


methods followed in the steel industry. 
At least 10 of the 24 companies had 
definite bonus plans for executives and 


ae 
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there are indications that 10 others 
pay bonuses without a definite plan. 
From this it can be concluded that the 
payment of bonuses is characteristic of 
the industry. Fourteen of these com- 
panies also had stock purchase plans 
in addition to cash bonus plans. Such 
plans gave rights or options to officers 
and employees to purchase stock on an 
attractive basis. The possibility of 
profits from such schemes was very 
great. For example, the stock of one 
company, which had options outstand- 
ing among its employees in 1929 to 
purchase stock at $11, was selling at 
$175 per share. The two largest units 
in the steel industry, the United States 
Steel Corporation and the Bethlehem 
Steel Corporation, had executive bonus 
plans from the founding of the two 
companies up to 1935, when the United 
States Steel Company abrogated its 
plan. At the present time it has no 
plan in effect. Because of dissatis- 
faction among minority stockholders, 
the Bethlehem Steel Corporation rear- 
ranged its bonus plan in 1931 and since 
then has had a revised plan in force, 
although no bonuses had been paid 
between 1931 and 1935 inclusive. 

The variation among the different 
bonus plans was very great. Surprising 
as it may seem, very few of the plans 
had been approved by stockholders, 
and only four of the companies with 
plans reported to stockholders the 
amount of annual payments to execu- 
tives under the plans. Information to 
stockholders concerning these plans 
has been exceedingly meager and often 
their existence was only suggested by 
a stray balance sheet item. Many of 
the plans lapsed during the depression. 
The only steel company which paid a 
bonus during the depression had a con- 
tract with one of its executives for a 
fixed salary and, in addition, a guar- 








anteed minimum bonus of $150,009 
annually. Eight of the companies jp. 
cluded many employees under thei; 
plans and 13 included only a few, with 
“few” being defined as from one tp 
five officers. Although companies were 
classified as paying a bonus to many 
when they so paid over five men, never- 
theless most of the companies in this 
group really paid bonuses to a sub- 
stantial number of their officers and 
employees. Two of the plans became 
effective only after preferred dividends 
had been earned, and three after there 
had been minimum specified earnings,’ 

The chief purposes of these plans 
appear to be not only to permit officers 
to share in substantial earnings, but 
also to insure the continuous service of 
the companies’ chief officers. 


Summary 


The foregoing study of the com- 
pensation of executive officers of stee! 
companies, based chiefly on data filed 
by individual corporations with the 
Federal Trade Commission and the 
Securities and Exchange Commission 
and on annual reports by the com- 
panies, covers an almost revolutionary 
period in American business history, 
1928-1935. It was the purpose of the 
analysis to be fact finding and descrip- 
tive of events in this area rather than 
philosophical. Therefore emphasis was 
placed upon what were executive com- 
pensation practices and policies, rather 
than upon the questions of why were 
such practices followed and whether 
they were sound and just. These ques- 
tions can only be answered as com- 
pensation theory advances beyond its 
present state. 

One conclusion stands out clearly; 


namely, that what has been revealed 


8 “Executive Compensation Compared with Earn- 
ings,” supra. 
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by litigation in court involving steel 
P mpanies on this subject is extreme, 
ad. for the most part, exceptional. It 
‘; in no way characteristic of present- 
day practices. Another conclusion is 
that among steel companies total ex- 
ecutive compensation is only a small 
sercentage of the consumer’s dollar, 
averaging over the 1928-1930 period 
for small companies not over 114% 
and for large companies, 0.7%. More- 
over, wide variation occurs among 
companies. 

The ratio of executive compensation 

earnings (as herein defined) was, for 
the entire group in 1929, 5.8%; for 
small companies, 7.4%; and for large 
companies, 4.1 %. Over the entire 1928- 
1935 period, however, the picture 
changed because of the many years 
with low earnings. During this period 
over 11% of all the earnings went to 
executives. Among the companies the 
range fluctuates widely even in one 
year; for example, in 1935 it varied 
from 3.6% for one company to 150% 
for another. 

Another interesting comparison per- 
mitted by this study is a contrast of 
what executives were paid with the 


amount distributed to shareholders as 
dividends. This latter group on the 
average for the entire period received 
about six times that which the execu- 
tive group received. 

By interpreting earnings, not as de- 
fined in this study, but according to the 
commonly accepted definition (i.e., 
after executive compensation and in- 
terest), and by relating them to the 
payment of dividends—a much dis- 
cussed issue today—steel companies as 
a group paid out in dividends 110% to 
125% of their earnings during the 
years 1928-1935. 

Payments to executives fluctuated 
widely over the period, and in 1932 were 
35 points below 1929. In 1935 they 
were 25 points below 1929. 

The actual annual cash payments to 
steel executives on the average compare 
favorably with similar payments in 
industry and retailing. When, however, 
the companies are broken down into 
large and small groups, it is clearly 
indicated that large steel companies 
paid their top executives higher sala- 
ries than did large retail or industrial 
companies. 
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SOME RECENT CORPORATE SOLUTIONS TO THE 
UNDISTRIBUTED PROFITS TAX! 


BY WILLIAM T. RHAME AND WILLIAM LUCIUS CARY 


HEN amid a storm of wrang- 
ling and controversy the undis- 
tributed profits tax (1936 
Revenue Act) became law, it was no 
longer academic to the American busi- 
ness man. The tax was here and had 
to be met. Forthwith many corpora- 
tion executives, with the assistance of 
able counsel, drafted and submitted 
plans of action to satisfy both the 
needs of the company and the require- 
ments of the tax. In many cases these 
proposals were adopted and carried 
through before the end of the fiscal 
year. Some interesting instances of 
these measures have come to our atten- 
tion and may serve as practical guide- 
posts in the labyrinth of suggestions 
which inevitably appear upon the 
enactment of a revolutionary tax. 
Even before June, 1936, the business 
man had been lamenting the constant 
acceleration of Federal impost, but 
before the undistributed profits tax his 
problem, at least, was clear: he knew 
that an income tax would be imposed 
on annual revenue, and his real con- 
cern was therefore to pare down tax- 
able net income within the meaning of 
the act. But this new tax did not con- 
form; it was not on income alone, but 
also on income which had not been 
distributed to the stockholders. Of 
course, there were the two simple 
answers: either distribute the profits 
and avoid the tax, or keep the profits 


1 The authors wish to express their appreciation to 
Professor George E. Bates of the Harvard Business 
School for his suggestions and criticism. 

The information contained herein is largely derived 











and pay the tax. Many companies fol- 
lowed the latter method, and as a r- 
sult paid a graduated charge up to 
27% of the amount over 60% of the 
profits retained; in some cases the 
decision was made consciously, in view 
of special company needs, but in others 
there is evidence of inertia and poor 
advice. Several corporations have in 
their annual statements spoken proudly 
of their decision to retain earnings “in 
order to preserve our present excellent 
financial condition,” but this is not a 
solution. The real problem is one o/ 
keeping the cake and eating it, that 
is, of effecting the best arrangement in 
the disposal of earnings to pay a 
minimum tax consistent with company 
financial policy. 

The policy of plowing back earnings 
into the business normally has reference 
to two different phases of the balance 
sheet: on the one hand, the company 
may wish to increase plant or in 4 
period of emergence from the depres- 
sion to strengthen its working capita! 
position, in either case emphasizing 
its position with respect to the asset 
side of the equation; on the other hand, 
the company may be trying to build 
surplus or surplus reserves on the lia- 
bility side. 

Working capital is needed in this 
period of expanding business to main- 
tain larger inventories, to finance re- 
ceivables, and in general to shift the 


from financial periodicals, including Standard Corpora- 


tion Records, Moody’s, and the Commercial & Financia 


Chronicle. Its accuracy is therefore conditioned upoa 
the accuracy of these services. 
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sroductive mechanism into high gear. 
\fany companies have found it possible 
.) preserve a liquid condition despite 
he tax, and have adopted the solutions 
ch appear in the following pages. 
\\ithout exception these measures in- 
lve distribution of surplus in some 
form of dividends. 
But if the corporation’s purpose in 
wing back earnings is to strengthen 
plus or surplus reserves, on the 
ght hand side of the equation, there is 
solution under the undistributed 
profits tax short of paying the tax. 
Because every solution premises the 
division of surplus through some form 
of dividend a corresponding credit 
must be entered which precludes the 
possibility of subsequently increasing 
surplus or surplus reserves. In the case 
f companies facing the difficulty of 
highly fluctuating inventory valua- 
tions, the problem has been accen- 
tuated bv the undistributed profits tax. 
A number of such companies have 
adopted the base-stock principle of 
accounting in order to show only their 
trading profits rather than inventory 
gains and losses; but the government 
taxes them upon earnings measured by 
inventory profits.? At least one of these 
companies, recognizing the impasse 
created by the law, has come to the 
conclusion that for it the only “‘solu- 
tion” lies in a direct frontal attack. 
Consequently the company is going to 
ight for recognition of the base-stock 
principle by the Treasury Department, 
and plans to declare as taxable and to 
distribute only the profits shown by 
this system of accounting. 
There have been many corporate 
policies adopted in the past year which 


* As International Harvester Company, International 
Lead Refining Co., Swift & Company; for a clear 
exposition of the base-stock principle, see Ross G. 
Walker, “The Base-Stock Principle in Income 
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have been carelessly attributed to the 
undistributed profits tax. An excellent 
example of this category is the assump- 
tion of miscellaneous expense in order 
to show smaller earnings and thus be 
subject to a lower income tax as well as 
a lower undistributed profits tax. Of 
course, this is nothing new, since it has 
long been the aim of corporations to 
pay a minimum income tax, but the 
impact of the undistributed profits pro- 
vision has brought new incentive to the 
effort. One small company in Ohio, for 
example, has reroofed nine-tenths of 
every building it owns, since to reroof 
the whole building is a capital expendi- 
ture and to reroof nine-tenths is main- 
tenance. Another similar development 
which has reference both to the nor- 
mal income and to the undistributed 
profits tax is the action of many small 
companies in renting equipment, office 
furniture, etc., rather than buying it, 
in order to show another charge against 
gross income.*® Likewise some com- 
panies which formerly insured them- 
selves have reconsidered the alterna- 
tive of buying insurance and charging 
it against gross income, since self- 
insurance is not a proper deduction 
under the tax act.‘ 

Especially fortunate are those com- 
panies which depend largely on their 
selling organization for success. As 
compared with corporations in the 
heavy industries, which are not en- 
titled to charge additions to plant 
currently, many concerns selling con- 
sumers’ goods can charge against 
current earnings advertising and large- 
scale missionary sales promotional cam- 
paigns which have long-term effect and 
constitute actual fixed investment. 


Accounting,” XV HARVARD BUSINESS REVIEW I, Au- 
tumn, 1936, p. 76. 

3 Business Week, October 31, 1936, p. 15. 

4 Tbid. 
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Corporations with Dividend-Restricting 
Contracts 


Corporations which prior to May 1, 
1936, executed contracts restricting 
payment of dividends also benefit by a 
special provision in the 1936 Revenue 
Act.® Clearly this credit provision will 
be interpreted narrowly by the Treas- 
ury Department, as has been indicated 
by several commentators on the act.® 
However, there are a few companies 
which in reports to their stockholders 
claim exemption from the full impact 
of the act by reason of such contractual 
provisions. To these the exemption has 
been a godsend, for presumably com- 
panies which had fallen into the situa- 
tion wherein such clauses would be 
inserted or would become effective 
should not be forced to pay out divi- 
dends after one or two years of profits 
following a period of heavy losses. 

A most interesting change of atti- 
tude came to the United States Rubber 
Company, which has been the bene- 
ficiary of such a restrictive contract, 
providing that ‘“‘no dividends... 
shall at any time be paid except from 
earnings made after December 31, 
1916.”? For some time this clause was 
looked upon askance, as something to 
be circumvented. As late as two months 
prior to the enactment of the 1936 act, 
Mr. William de Krafft, chairman of 
the finance committee, suggested that 
in order to pay dividends the company 
was not required to restore the surplus 
of January 1, 1917, but could eliminate 
the accumulated deficit through a sim- 
ple capital readjustment. After the 


5 Section 26. 

® Norman L. McLaren, “Management of Capital 
Distributions under the Revenue Act of 1936,” 
Journal of Accountancy, November, 1936, p. 347- 

7 Page 130 of the Indenture of the First and Refunding 
Mortgage, dated 1917. 

* Interesting variations are presented by Rustless 
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passage of the new tax, note the shift 
to a welcome acceptance of the restric. 
tion. Mr. F. B. Davis, chairman of the 
company, stated that no provision for 
surtax on undistributed profits had 
been made by the United States Rub- 
ber Company because the law per- 
mitted credits to corporations when 
they could not declare dividends “ with- 
out violating a provision of a written 
contract executed by the corporation 
prior to May 1, 1936.’8 

We have already indicated the im- 
possibility of building surplus without 
paying the tax; hence any measures 
presented herein are applicable only to 
the preservation of working capital. 
However, there is one class of industry 
which seldom faces the problem of ac- 
quiring additional liquid funds. Though 
without benefit of special provisions, 
extractive corporations have normally 
escaped the full force of the undistrib- 
uted profits tax by the intrinsic nature 
of their business. Conversion back into 
cash of the capital originally invested 
in the property, through heavy deple- 
tion charges, insures these companies 
ample net working capital even though 
all earnings are paid out to the stock- 
holders in cash dividends. The Yukon 
Gold Company furnishes a_ striking 
example of this principle in action. This 
company’s established policy was to 
apply its total income to its debt to 
the Pacific Tin Corporation, but in 
view of the tax incurred by such action 
it decided to distribute all its earnings 
as dividends. Yet without depleting 
working capital the company is still 
able to pay on its debt about $300,000, 


Iron and Steel Corp. and by Rockwood & Co. The 
former in the process of assimilating a subsidiary 
acquired a mortgage with a dividend-restricting 
indenture. The latter issued new shares to acquire 
more capital and at the same time was striving for the 
removal of a restrictive indenture to allow the pay- 
ment of dividends. 
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, sum roughly equal to depletion and 
lepreciation charges. 


Corporations with Deficits 

Whereas there are many corpora- 
tions which, either by authority of stat- 
ute or by reason of the nature of their 
business, are not adversely affected by 
the undistributed profits tax, neverthe- 
less there are also many which must 
surmount serious handicaps as a result 
{ the tax. Outstanding among such 
corporations are those with capital def- 
icits. Before it is possible for them to 
pay any dividends in order to secure 
exemption from the Federal Revenue 
Act (and we have seen that a real 
solution involves some form of divi- 
dend payment), these corporations 
must effect a recapitalization, since the 
laws of most states prohibit a dividend 
payment when a deficit exists on the 
balance sheet. 

(he difficulties of consummating a 
recapitalization in 1936 were in many 
cases insurmountable owing to the 
short period of time in which to secure 
action, to legal limitations, and to the 
inertia and suspicion of certain classes 
{ stockholders. The first two of these 
bstacles are epitomized in the case of 
the Federal Water Service Corporation. 
In the latter half of 1936 this company 
was confronted with the dilemma of 
incurring a severe tax if it did not dis- 
tribute earnings, and yet being pre- 
vented from paying any dividends by 
the Delaware corporation law owing 

its deficit.® 

A recapitalization plan was pro- 
posed to meet this problem. The stated 


Sections 34 and 35 of the Delaware law refer respec- 
tvely to the payment of dividends with a deficit on 
the books and to the liability of the directors for 
declaring such dividends. 

Keller et al. v. Wilson & Co., Inc., 190 Atl. 115. 

rhe White Motor Company faced a similar problem 

11936. In announcing the 1937 meeting, the president 


purposes of the plan were the removal 
of dividend arrearages on prior pref- 
erence stocks to make future dividend 
requirements more flexible, and the 
elimination of the current deficit to 
permit the payment of dividends. 

On November 10, 1936, however, 
the Supreme Court of Delaware held 
that accumulated dividends could not 
be eliminated, under Delaware law, by 
an amendment to the certificate of 
incorporation.” 

Because of this decision the directors 
withdrew the recapitalization plan. In 
a letter to stockholders the president 
said that the management was consid- 
ering alternatives to the plan with- 
drawn, but there was insufficient time 
in which to prepare a plan to be acted 
upon before the end of the year. 

The B. B. & R. Knight Corporation 
is an example of those companies un- 
able to muster enough votes to effect 
a recapitalization. Insufficient repre- 
sentation in two classes of stock pre- 
vented a reorganization for the purpose 
of eliminating a $6,000,000 deficit. 
Thus, despite the conversion of a 1935 
loss of $302,000 into a 1936 profit 
of $218,000, the company had to turn 
over to the government an undistrib- 
uted profits tax of $46,000, over one- 
fifth of the stated profits." 

It is true, however, that many com- 
panies were able to accomplish recapi- 
talizations which eliminated deficits 
and thus cleared the way for putting 
into effect successful solutions to the 
tax problem. The United Paperboard 
Company and the Yellow Truck & 
Coach Manufacturing Co. simply re- 


used the undistributed profits tax as an added lever 
to marshal sufficient votes for the recapitalization: 

“Tt is especially important that the Board of Di- 
rectors have power to declare dividends, if circum- 
stances render it advisable so to do, since the extremely 
heavy tax levied on undistributed profits penalizes 
every Shareholder of the Company.” 
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duced the par value of common stock. 
The G. R. Kinney Company, Inc., ob- 
tained the authorization of its stock- 
holders to reduce capital surplus by a 
debit for the exact amount of its deficit, 
and the corresponding credit wiped 
out the deficit. 


Sale of New Stock 

Assuming the absence of corporate 
deficit, one perfectly patent way to 
prevent the impairment of working 
capital due to the payment of dividends 
is to recover the cash by the sale of 
new stock. Although it is difficult to 
ascertain whether or not an issue is 
offered solely because the cash account 
has been depleted by dividends paid 
in view of the undistributed profits tax, 
yet there are some corporations which 
have been explicit in stating that this 
has been the purpose of their new issues. 
Sears, Roebuck and Company is a con- 
spicuous example. 

Faced with paying approximately 
$30,000,000 in dividends during the 
fiscal year ending January 19, 1937, 
or incurring a high tax upon undis- 
tributed income, the management con- 
sidered the possible alternatives to cash 
payment and the question of replenish- 
ment of cash in case a cash dividend 
were paid. After deciding that the 
payment of a “‘penalty” tax was not 
justified and that it was therefore ad- 
visable to pay out all current earnings, 
the management next considered what 
would be the resulting state of the 
treasury. Actual loss of working capital 
through dividend payments exceeding 
those normally declared dictated either 
the curtailment of the company’s busi- 
ness or the solicitation of additional 


12 Prospectus dated December 21, 1936, pp. 1 and 8. 
Minimum underwriting discount, $497,643; esti- 
mated expenses, $344,884. 

13 Montgomery Ward & Co., Inc., in a position essen- 











































funds. After considering such sources 
for those funds as bank loans, fifteen. 
year notes, preferred stock, and com. 
mon stock, the management reached 
the decision indicated in the follow. 
ing excerpt from a letter to the 
stockholders: 


In accordance with the company’s 
policy of maintaining a simple capital 
structure, consisting solely of one class of 
stock, your Directors believe that the ad- 
ditional permanent capital requirements of 
the company should be met principally by 
granting to the stockholders of the com- 
pany an opportunity to subscribe for one 
additional share... . 


The suggested authorization and ap- 
provals were voted at a special meeting 
of the stockholders. It was estimated 
that the total cost of the new issue, 
assuming it was fully taken up, would 
be $842,527.12 

This concept of the desirability of a 
simplified capital structure is a power- 
ful factor in the financial management 
of many corporations. Particularly in 
industries suffering wide amplitude in 
profit and loss swings during the busi- 
ness cycle, corporations have empha- 
sized simplification of capital structure 
despite the possible advantage of low- 
rate, prior lien securities. With the 
advent of the undistributed profits tax, 
simplification of capital structures may 
be regarded as a mixed blessing. The 
paradox is clear in the case of a corpora- 
tion carrying only one class of stock, 
such as Sears, Roebuck and Company, 
yet wishing to retain profits in the 
business without paying the charge o! 
the Revenue Act.!’ Later we shall see 
that corporations have deliberately up- 
set simplified capital structures in order 


tially similar to that of Sears, Roebuck and Company, 
adopted a similar solution. Likewise did Marchant 
Calculating Machine Co., but it offered new stock 
rights before it paid the dividends. 
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(he Yellow Truck Company’s solu- 
n of the problem is an interesting 
mmentary on the relative ease of se- 
ring a solution wherein the parent 
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mpany holds the bulk of the stock 

the subsidiary. (General Motors 
Corporation owns 72.5% of the out- 
standing preferred stock, 100% of the 
utstanding common stock, and 19.2% 
f the outstanding class B stock.) Al- 
though the Yellow Truck Company 
had somewhat over $9,000,000 of 
arrearages on its preferred stock, it was 
able to clean up about half of these 
arrearages last year since it made a 
profit of about $4,500,000, all of which 
was paid in dividends on the preferred 
stock. Then it was announced that 
this company would offer through war- 
rants an issue of class B stock pro rata 
to class B and common stockholders 
“to replenish the cash account as a 
result of the dividend and to provide 
additional working capital.” General 
Motors Corporation agreed to pur- 
chase all of the proposed shares of class 
B stock which were not subscribed. In 
brief, the tax was avoided by payment 
of dividends in the full amount of the 
profit, and most of this went to General 
Motors. Then the cash was recovered 
by the issuance of subscription war- 
rants, with General Motors standing 
ready to turn back any cash needed 
to provide working capital to its 
subsidiary. 

However, obvious as are the merits 
of paying out dividends in cash and re- 
covering the cash through a new issue 
f stock, just as obvious are the limita- 
‘The Federal-Mogul Corp. may be counted among 
the few smaller corporations issuing new stock purely 
‘or working capital purposes. 

Revenue Act of 1936, Section 27. 
*Companies which have paid dividends in the form 
{ stock of another company with the purpose of 
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tions: the small company is in no posi- 
tion to find a ready market for new 
shares unless the recipients of the divi- 
dends have previously agreed to pur- 
chase new shares. In the case of a small 
company the issue would be so small 
(though nonetheless important to the 
company) that the cost per share of new 
financing would become prohibitive." 
Dividends Paid in Kind 

Some companies have found a solu- 
tion to the problem of conserving 
working capital in the payment of divi- 
dends in kind, which may be treasury 
stock bought as an investment or 
stock of another company, usually a 
subsidiary. For example, American 
Commercial Alcohol Corp. declared an 
initial dividend in cash and in preferred 
shares of the American Distilling Co. 
of Maryland, its wholly owned princi- 
pal operating subsidiary. Mr. R. P. 
Brown, the president of the parent 
company, stated that cash require- 
ments for purposes of ordinary cash 
payments were such that it was essen- 
tial to make the dividend payment in 
this form.!® 

The Mission Oil Company offers a 
unique situation in which a company, 
unable to distribute an asset pro rata 
among its stockholders, issued certifi- 
cates of interest against it. Knowing 
that it would be unable to pay cash 
dividends, and that it was to receive a 
substantial payment from the South- 
west Development Company in 4% 
promissory notes, the Mission Oil Com- 
pany declared itself trustee of them, 
and issued a dividend in ‘“‘certificates 
of beneficial interest.’”? Presumably this 
conserving cash and yet obtaining a dividends-paid 
credit are American Commercial Alcohol Corp., the 
American Cigar Company, Anheuser-Busch, Waialua 


Agricultural Company, and the Niles-Bement-Pond 
Company. 
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distribution was an actual separation 
of assets from the Mission Oil Com- 
pany, for the stockholders have an im- 
mediate beneficial claim to property 
held by the company as trustee. 


Dividends Paid in Notes, Scrip, and 


Debentures 


If the capital structure of a company 
does not permit of cash dividends, and 
if the stockholders are desirous of pay- 
ment in some instrument with a due 
date (as opposed to preferred or com- 
mon stock), then an acceptable way 
to conserve cash has been found in divi- 
dend payments in notes, scrip, or de- 
bentures. These are somewhat more 
marketable in the case of a small 
company than stock of that company, 
and thus offer the recipient an oppor- 
tunity to realize cash. 

The tax problem is not a simple one. 
By the terms of the act, the “‘ dividends- 
paid credit . . . shall be the face value 
of the obligations, or their fair market 
value . . . whichever is the lower.’’” 
However, a fair market value is diffi- 
cult to ascertain, and frequently in the 
case of weaker or speculative companies 
the notes are not worth their face value. 

The Boylston Manufacturing Com- 
pany, Inc.,'* constitutes an example of 
a company on which the forces favor- 
able for the issuance of notes were par- 
ticularly powerful. It is one of a number 
of wholly-owned subsidiaries of Boyl- 
ston Industries, Inc., now in bank- 
ruptcy. Since the only source of working 
capital for this company was earnings, 
its directors wished to escape the un- 
distributed profits tax by payment of 
all earnings in some form of dividends 
other than cash. Operations of the com- 


17 Revenue Act of 1936, Section 27 (d). 

18 Fictitious name. See cases in Financial Manage- 
ment by C. P. Biddle and George E. Bates (mimeo- 
graphed case book, Harvard Business School). 
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pany were so speculative that it could 
not command bank credit. Its only out- 
standing security was common stock, 
so it could not claim a deduction by the 
payment of a stock dividend. It there- 
fore turned to notes. Since the interest 
of the tax authorities would be to dij- 
minish the value of such a dividend jn 
order to make the deduction smaller, 
it was considered necessary in view of 
the somewhat precarious condition of 
the company to have the notes bear a 
fairly liberal rate of interest. It was also 
decided to make the dividend notes 
mature serially, with at least one ma- 
turity before March 15, 1937, so 
that there would be further evidence, 
through payment at par, that the notes 
were worth par. 

Because the parent company is 
in bankruptcy, the Boylston case is 
scarcely typical of the average corpora- 
tion which faces the problem of ob- 
taining a dividends-paid credit for the 
full face value of the obligation. Nor- 
mally the Treasury Department can tax 
the recipient, so there is clearly not 
the same pressure against allowing the 
corporation full credit therefor. How- 
ever, it is interesting to note the wide 
differential in practice between such 
companies as Lane Company, Inc., is- 
suing its ten-year note with interest 
at 8%, and Pan-American Petroleum 
and Transport Company with a seven- 
year note at 314%." Concerning the 
low rate there is still some question 
whether the Treasury Department will 
give credit for the full face value, with- 
out considering the going rate of 
interest, the credit standing of the cor- 
poration, and additional factors. Con- 
cerning the high rates one possible 


19 Other companies declaring dividends in certificates 
of indebtedness are the following: American Wringer 
Company, Southwest Development Company, Indiaa 
Refining Company. 















































‘nference is that the aim was other than 
‘n the best interests of the company 
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itsell.” 

Fundamentally the issuance of notes, 
scrip, and debentures is mere post- 
nonement of the company’s problem. 
If ever the obligations are paid out of 
corporate earnings, the provision of the 
undistributed profits tax will have the 
same inexorable effect. There is some 
danger in shifting the burden to a later 
year, for the date of payment may 
come during a depression when the 
concern is in financial difficulties. On 
the other hand, the issuing company 
may plan to refund the notes, or may 
in fact be counting on change in leg- 
islative policy, such as rescission of the 
tax, Or new provisions in the law per- 
mitting credit for the payment of a 
debt. 

Stock Dividends 

Unfortunately for the corporation 
facing the problem of retaining profits 
for working capital needs, there is not 
always certainty of escaping the effect 
of the undistributed profits provision 
through the use of a stock dividend. 
The law is not yet clearly settled as to 
which kinds are income to the recipient, 
and which are not. However, under sec- 
tion 27 (e) of the Revenue Act of 1936, 
credit may be taken by the corporation 
only in the case of a taxable stock divi- 
dend which, by definition,*! is a dis- 
tribution that is income and hence 
taxable to the stockholder. 

Only in two instances has the Su- 
preme Court so far definitely estab- 
lished the status of a specific form of 
** Some companies have paid dividends partly in their 
own obligations and partly in cash. This is a thought- 
lul concession to the stockholders who need cash to 
pay their income tax on the dividend but could not 
pay it in notes or in scrip. The Griesebeck-Western 


Brewing Corporation issued five-year 5% scrip plus 
25 cents in cash. American Wringer Company also 
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stock dividend. By reason of a long- 
standing decision in the United States 
Supreme Court*? one point is settled: 
that when a corporation has only com- 
mon stock outstanding and pays a 
dividend in common stock, this dis- 
tribution is not income to the share- 
holder. The court in this decision 
seemed to apply two general tests for 
distinguishing a taxable from a non- 
taxable dividend: (1) severance of 
assets from the corporation, or (2) 
alteration of the pre-existing propor- 
tionate interest of the stockholders.*® 
Under the second test a premium is 
thus placed upon upsetting the pres- 
ent one-class structure, and bringing 
into the picture a second and different 
class of shareholders. The California 
Packing Corporation has selected an 
especially interesting device in the 
form of an optional dividend to achieve 
this objective. Stockholders of the com- 
pany, which on January 1, 1936, had 
only common stock and funded debt, 
ratified an issue of preferred stock to 
be used in lieu of cash to pay dividends 
on common stock and thus attempt to 
conserve working capital without pay- 
ing the surtax on undistributed profits. 
In the first instance, directors de- 
clared an optional dividend on common 
stock of fifty cents a share in cash, or 
fifty cents face value of the new pre- 
ferred, payable in either form at the 
option of the common stockholders. 
This payment of dividend in optional 
form was intended to upset the present 
pro rata holdings of common stock- 
holders and qualify the dividend (to- 
gether with a proposed later dividend 
added cash to its note dividend. 
21 Section 115 f1. 
22 Eisner v. Macomber, 1919, 252 U. S. 189. 
23 See opinion of Miss Justice Allen in Commissioner 


v. Tillotson Manufacturing Company, Inc., C.C.A. 
6th, 76 Federal Reporter (2nd), 189, p. 190. 
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to be paid in the preferred stock) for 
tax exemption under the 1936 undis- 
tributed profits tax. 

Because part of the common stock- 
holders took new preferred and part took 
cash, the corporation could now claim 
two groups of stockholders whose hold- 
ings were not identical (as compared 
with common stockholders to all of 
whom a preferred stock dividend was 
distributed pro rata). The directors then 
declared a straight dividend of the new 
preferred on the common stock. Thus 
with its capital structure upset and the 
two classes of stock in different hands, 
the California Packing Corporation 
had some basis for hoping that its 
straight stock dividend would be tax- 
able to the stockholder and hence al- 
lowed as a credit to the corporation. 

A complete statement as to the tax- 
ability of stock dividends is almost im- 
possible in view of the fact that the 
Supreme Court has expressed itself only 
with respect to two specific instances.*4 
But despite the law it is interesting to 
note how some corporations have fore- 
cast the law of the future and acted 
accordingly. We find no companies 
having only common stock outstanding 
which ventured to declare a dividend in 
common in the hope that credit would 
be obtained therefor. This point was 
settled long ago.** However, with re- 
spect to corporations which have 
already two classes of shares outstand- 
ing in different hands, we find not only 
some* which have declared a dividend 
of common on preferred confident of 
corresponding credit in view of the 
recent decision of Koshland v. Helver- 
ing, but others” proceeding boldly into 
24 Eisner v. Macomber, supra. Koshland v. Helvering 
(1936), 298 U. S. 441. 

% Eisner v. Macomber, supra. 
2 Southern Pine Company. 


277Qld preferred on common—California Packing 
Company; new preferred on common—Chesapeake 











uncharted seas and declaring dividends 
which vary sharply from the one al- 
ready sanctioned. Much may depend 
on the nature of these dividend certifi. 
cates in determining whether or not 
there has been alteration of the pre- 
existing proportionate interest of the 
shareholders. 


Dividends Paid Optionally in Cash or 
Stock 


The optional dividend, payable either 
in property (including cash) or in stock 
at the will of the shareholder, is to be 
carefully distinguished from the orth- 
odox, or straight, stock dividend. 
Though it is classified as a form of stock 
distribution, a special provision in the 
act makes it taxable in the hands of 
all shareholders, ‘“‘regardless of the 
medium in which paid.” Thus a cor- 
poration declaring a dividend in the 
optional form immediately avoids all 
question as to whether or not the pay- 
ment constitutes income to the share- 
holder within the meaning of the 
sixteenth amendment. 

The optional stock dividend has at- 
tained wide-spread popularity with 
the advent of the Revenue Actof 1936. 
One of its unquestioned advantages 
is certainty: the distribution clearly 
exempts from the tax so much of corpo- 
rate income. Moreover, the optional! 
dividend has definite utility either in 
maintaining simplicity of the capital 
structure, or in deliberately upsetting 
it. For example, the American Seating 
Company, having only no-par capital 
stock and funded debt outstanding, 
declared a dividend of $2.50 per share 
payable December 10, 1936. Clearly a 


and Ohio Railway Co.; preferred on preferred—Acme 
Glove Works. 

Some commentators raise the question whether 
this general rule of exemption is applicable where a// 
the stockholders take stock, but are in agreement 
where substantial amounts of cash are elected. 
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straight common stock dividend was 
‘mpracticable, for under the long- 
standing decision of Eisner v. Macomber 
common stock paid on common is not 
taxable to the shareholder when the 
company has only a single class of 
shares. So the corporation maintained 
its simple one-class set-up by paying 
fifty cents in cash, and the rest option- 
ally in cash or one-tenth of a share in 
common stock. In contrast, the Cater- 
pillar Tractor Company, like the Cali- 
fornia Packing Corporation (see Stock 
Dividends, above) found the optional 
dividend an apt device to upset a 
simple capital structure.” 

It is interesting to see the pressure 
applied to influence the shareholder to 
elect stock in some cases and cash in 
others. For example, the Greyhound 
Corporation received authority to issue 
approximately two million dollars of 
preferred stock to be used as dividends 
on the common stock. A stock dividend 
was declared in cash or in stock at par, 
at the option of the shareholder. But 
note that affirmative action had to be 
taken to obtain the stock.® Perhaps 
in the fear that no cash would be taken, 
and that the dividend might thus lose 
its semblance as an option, the directors 
relied upon the inertia of the small 
shareholder to avert affirmative request 
ior all of the new stock offered.*! There 
is some evidence that this same inertia 
of shareholders to exercise their option 
has been utilized elsewhere to permit an 
interested few to secure larger stock- 
holdings at an attractive figure. 

The converse situation is presented 
by the American Seating Company. 
This company set a final date for stock- 
holders to notify the Chase National 
* For additional cases involving optional dividends, 

¢ Berland Shoe Company, Alaska Pacific Salmon 
Company, etc.; American Cities Power and Light 


Corporation has traditionally declared an optional 


rm of stock dividend. 


Bank of their desire to take cash in lieu 
of common stock as part of the divi- 
dend declared. Note here the effective- 
ness of the device of notification to 
bring about acceptance of stock rather 
than election of cash. It has been found 
a satisfactory method of preserving net 
working capital to place the burden of 
electing cash upon the stockholder, 
whose inertia may result in failure to 
take affirmative action even if he 
should trouble to ascertain which pay- 
ment would be the most beneficial. 

By making the stock offer especially 
attractive directors have a second and 
perhaps more effective method of in- 
fluencing the shareholders’ election. In 
order to avoid a $50,000 surtax on un- 
distributed profits and to conserve 
working capital, the directors of the 
Philip Carey Manufacturing Company 
proposed to pay off the arrears before 
the end of the year by giving the share- 
holders the option of receiving $19.50 
in cash or one-fifth share of new $100 
par 5% second preferred stock plus 
$1.50 in cash. Thus if the second pre- 
ferred stock sold for its face value, the 
shareholder would be receiving $21.50 
if he chose stock, as compared with 
$19.50 in cash. 


Summary 


Any summary of this corporate ma- 
terial first requires a redefinition of our 
objective: we offer no panacea for 
avoiding the impact of the undistrib- 
uted profits tax. We bring to the 
problem only facts; that is, the plans 
adopted by American business to cope 
with the situation which suddenly con- 
fronted it upon the establishment of 
the new tax. 


30 As a matter of fact, however, only $374,000 in cash 
was accepted against $1,577,000 requested in stock. 
31 For similar option terms see Federal Mogul 
Corporation. 











7 ete eA Bee 





nt te ee om —. —— 
=_-_—_— -— 





496 Harvard Business Review 


We recognized at the outset the dual 
nature of the problem: the preserva- 
tion of working capital on the left hand 
side of the balance sheet, and the 
building of surplus and surplus reserves 
on the right. However, we early estab- 
lished our premise that no company 
can build cushions for the lean years 
without paying the higher taxes levied 
upon withheld earnings. Therefore, the 
solutions which we have presented 
concern only the preservation of work- 
ing capital. Without exception, they 
are based upon some form of dividend 
payment. 

To avoid the penalty provisions of 
the act, the distribution must ulti- 
mately take the form of cash, kind, ob- 
ligations, or stock of certain classes, 
including the optional form. But clearly, 
cash payments are no solution of the 
working capital problem unless taken 
in conjunction with new security issues 
which recover the cash. Distribution of 
corporate obligations merely postpones 








the day of reckoning. Dividends in kind 
are feasible for but few corporations, 
So of these, only stock dividends are jp 
themselves a conservator of working 
capital in the long run. In many cases, 
however, the payment of stock diy}. 
dends involves the upsetting of the 
simplified structure of companies which 
have devoted many years to the elimi- 
nation of their prior lien issues. 

In all cases, whether the dividend 
be in cash, kind, debt, or stock, so long 
as it constitutes taxable income to the 
recipient, its distribution is by the 
same token a dividends-paid credit to 
the company. Thus the _ individual 
corporation ultimately comes to a 
problem in financial policy; each board 
of directors must decide for itself 
whether its shareholders, or a majority 
thereof, are desirous of such a dividend, 
and whether their personal tax for the 
year concerned would exceed that im- 
posed upon the company for with- 
holding proportionate earnings. 














THE INTEGRATION OF MERCHANDISING AND SELLING 
IN MARKETING INDUSTRIAL EQUIPMENT 


BY C. W. MOORE 


HE equipment industry has 

three major problems. The first 

is merchandising, by which 
we mean all the activities required 
to keep the product acceptable to 
the market. This includes the acqui- 
sition of a wide variety of information 
for use in recognizing and satisfying 
the needs of equipment users. The 
second is selling, which consists of con- 
vincing prospects that a sound mer- 
chandising job has been done. The 
third is servicing, which means the 
adaption of the merchandising job to 
the conditions presented by individual 
users. 

These definitions are of importance, 
but they are misleading in their simplic- 
ity. Strong differences in the three 
functions exist; and experience has 
shown that a high degree of specializa- 
tion is required in order to obtain 
efficient operation. Such specialization, 
although necessary, has not been suc- 
cessful in some respects. In particular, 
the separation of merchandising, which 
has to do with the articles sold, from 
the selling of these articles has resulted 
in a loss to both departments. Mer- 
chandising has been retarded by the 
reduction in original ideas emanating 
from the sales department. Performance 
in the sales department has suffered 
from over-concentration on routine 
selling, resulting in lowered efficiency 
and morale. 


Specialization of Merchandising and 
Selling 
In the early years of this century the 


“inventor” was still the fountainhead 
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of equipment merchandising and one 
man frequently performed all the 
functions required to bring a new idea 
into commercial use. Edison was the 
personified ideal of the type, and there 
were many others of the same bent. 
These men founded their various enter- 
prises on patents, independently ac- 
quired and individually owned. 

With the advent of the twenties, 
however, a marked change was evident. 
Active competition for domestic and 
world markets centered executive at- 
tention on the varied and changing 
demands of equipment users. Mer- 
chandising became a matter of inter- 
department cooperation, dominated by 
the sales point of view. This often 
resulted in an opportunist merchandis- 
ing policy, and in failure to plan re- 
search and development to cover the 
long-term requirements for new designs 
and new uses. 

Technological progress in this period 
was extremely rapid and it soon became 
apparent that haphazard attacks on 
merchandising problems were not only 
inadequate as a policy, but also 
technically inefficient. Professor Cope- 
land described the change in conditions 
by saying, “‘While new inventions 
occasionally are the result of the 
inspiration of a genius, they are much 
more commonly the outcome of organ- 
ized search for the solution of recog- 
nized problems.”! This trend, com- 
bined with the keener competition that 
followed the expiration of early patents, 
forced the equipment manufacturers to 


1 Melvin T. Copeland, 9 Harvard Business Reports 17. 
New York: McGraw-Hill Book Company, Inc., 1930. 
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adopt specialized merchandising meth- 
ods. The work was recognized as an in- 
dependent function, and _ separate 
departments were organized by many 
companies to promote efficiency and 
to prevent undue influence by sales 
and production executives. 

This course of action has given excel- 
lent results, but there is now a notice- 
able tendency to carry specialization 
beyond the point of greatest returns. 
Attempts are made to isolate mer- 
chandising of the product and selling 
in water-tight compartments, thus dis- 
couraging the cooperative efforts of the 
previous period. Another brake on 
merchandising activity is the common 
practice of requiring that employees 
waive their patent rights, thereby 
forfeiting the incentives that produced 
the inventors of the earlier period. 
These practices tend to restrict the flow 
of new ideas to the formal sources and 
channels set aside exclusively for this 
purpose. The question arises, are there 
not advantages in the older methods of 
merchandising that can be used to 
supplement the contributions of the 
specialists ? 

There is clearly a broad overlap 
between merchandising and selling 
which is inherent in the nature of these 
consecutive steps in marketing. In 
spite of this overlap there is a tendency 
among sales managers to discourage 
merchandising activity by salesmen. 
This policy is based on the theory that 
the best results are obtained when 
equipment salesmen concentrate their 
whole attention on routine selling 
problems. Granting the usual advan- 
tages of specialization, this theory is 
weak for the following reasons: 


1. All equipment salesmen participate in 
the merchandising function to the extent of 
collecting and reporting market data. A 


complete separation of merchandising from 
selling is quite impractical. 

2. The average equipment salesman js 
well fitted to contribute more than this 
minimum to the merchandising function. 
His engineering training and experience, 
combined with an intimate knowledge of 
the market, qualify him for a larger part. 

3. Participation in merchandising will 
indirectly tend to improve individual sell- 
ing efficiency. 


The collection of market data for use 
in merchandising has no direct bearing 
on sales, and we may expect the sales- 
man to shirk this task unless the 
information has some value to him per- 
sonally. Personal value may be im- 
parted by encouraging the salesman to 
apply the data to merchandising ideas 
of his own. This appears to be the only 
reliable method of obtaining alert at- 
tention to this work, managerial pres- 
sure being relatively ineffective. 

The capabilities of salesmen, gen- 
erally, in the field of merchandising are 
subject to question, but the equipment 
salesman is a special case. Selected for 
his ability to handle both sales and 
engineering problems, he is likely to 
possess the professional requirements 
forequipment merchandising and is less 
prone to be led astray by the sales- 
man’s penchant for over-optimism and 
diffuse thinking. 

A more serious question lies in the 
allocation of time to merchandising 
activities. Equipment salesmen are 
kept exceptionally busy by the un- 
limited opportunity for selling effort 
and the large amount of travel which 
is ordinarily required. Long working 
hours are common in this field; but 
that does not prove that effort is effi- 
ciently distributed, or that the hours on 
duty are fully employed. An important 
volume of merchandising work can be 
done without reducing the effort ap- 
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plied to routine selling. Traveling and 
waiting time may be put to this use 
with particularly good effect. 

We have taken for granted the direct 
value of successful merchandising to 
the sales department, but there is also 
an indirect effect on individual efh- 
ciency that is worthy of emphasis. The 
nervous and physical tensions that 
develop under selling routine are often 
inadequately relieved by the recreation 
available on the road. Under these 
circumstances, the radical change de- 
rived from work along merchandising 


effective personal selling effort. 


Unsatisfactory Social Position of the 
Salesman 


Reasons have been cited why the 
equipment salesman can and should 
make a substantial contribution to 
merchandising. The fact remains, how- 
ever, that he is not likely to give the 
necessary time and concentration un- 
less strong incentives are provided. 
Monetary rewards are essential to the 
purpose, but rewards that gratify the 
social instincts are of equal importance. 
Unless the basic requirements of a 
normal social existence are promised, 
morale will be low and financial incen- 
tives insufficient to produce the desired 
effect. 

The salesman, as a social being, is in 
an unsatisfactory position. The ties 
that connect him to the social groups 
f which he is a part are infrequent and 
weak. If his territory is large (the usual 
ondition in the equipment industry), 

has few contacts with other em- 
ployees of the company; he is seldom 
with his family; and he has very limited 
opportunities to build up normal social 
*T. N. Whitehead, Leadership in a Free Society. 
Can bridge: Harvard University Press, 1936, p. 30. 
for an empirical approach to this subject, see J. C. 
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relations in his community. This isola- 
tion is further emphasized by the fact 
that the salesman’s dependence on 
sales volume tends to align him with 
his customers, and therefore against 
his house. 

In listing the four common charac- 
teristics of a stable organization, Pro- 
fessor Whitehead says: 


1. They yield immediate social satis- 


factions. 

2. They are purposeful in the sense of 
being concerned in ordering the future. 

3. They are organized round material 
objects or commodities for which society 
has a regard. 

4. They involve a high regard for cer- 
tain codes of behaviour, customary ways, 
or ethical or moral standards and ideals.’ 


Judged by these standards, the social 
stability of the equipment salesman 
should be slight. On the score of im- 
mediate social satisfactions, there is 
much to be desired. It is true that some 
salesmen acquire strong social attach- 
ments through business contacts, but 
as a rule they are inadequate. As re- 
gards the future, the salesman has a 
dubious outlook. There is little in rou- 
tine selling that promises much ad- 
vancement or security. For an objective 
symbol of his status there is really 
nothing to which he can attach both 
personal and social importance. 

This state of affairs is well recognized 
in practice, and much of the sales man- 
ager’s effort goes into schemes for 
compensating for these social defi- 
ciencies. Various control devices are 
employed and executives try to bolster 
up a weak social structure by specifying 
codes of conduct, writing sales man- 
uals, and making pep talks. Activities 
of this type are designed to provide 
Aspley, Getting the Most Out of Salesmen. Chicago: 
Dartnell Corporation, 1935. 

















500 Harvard Business Review 


the stability which is not indigenous 
to the salesman’s social situation. Much 
good has been accomplished by these 
efforts but the greater need at present 
is for constructive action which will 
promote inherent stability. 

Merchandising offers a partial solu- 
tion to this fundamental problem if 
suitable methods are followed. 

In the first place, work outside of 
the selling routine serves to increase 
the contacts which the salesman has 
with his own house. This strengthens 
his sense of membership in the com- 
pany and reénforces his self respect and 
confidence. These contacts do not need 
to be so frequent as to constitute a 
burdensome item of expense or to 
consume an excessive amount of execu- 
tives’ time. The advantages are psy- 
chological rather than material and 
are derived from the principle of par- 
ticipation in the affairs of the company. 
The actual extent of participation may 
be small, and yet assume a great im- 
portance in the salesman’s mind. 

Merchandising also compensates, in 
part, for the salesman’s lack of a long- 
range objective, or plan for the future. 
It presents an opportunity to acquire 
prestige and advancement apart from 
the slow and limited progress attain- 
able through effort applied to routine 
selling. It is not implied that merchan- 
dising offers better opportunities for 
advancement than straight selling. It 
does, however, offer additional oppor- 
tunity, and seems to avoid the obvious 
limitations of normal promotion. Ihe 
actual odds in favor of making a con- 
spicuously successful invention are 
small indeed, but the bare opportunity 
does much to preserve the level of 
optimism so necessary to effective sales 
work. 

The need of a satisfactory focal point 
is supplied by the invention itself. As 








the new idea takes physical shape jt 
becomes a tangible symbol of the socia| 
satisfactions, both present and future. 
that form the mainspring of human ac- 
tivity. The importance of symbols of 
this nature may be appreciated by 
comparison with religious and political 
icons. The average human mind seems; 
to be incapable of thoroughly assimilat- 
ing an idea unless it is associated with 
a specific physical object. 


Monetary Rewards 


Money payment for services ren- 
dered is usually the keystone of incen- 
tive plans for salesmen. It is assumed 
that money will provide a practical 
means of satisfying the varied ambi- 
tions of individuals. Money then be- 
comes the legal tender for which all 
motives may be had for hire; it is the 
common denominator for all incentives. 

This theory is very appealing be- 
cause of its logical simplicity, but it 
often fails in practice. The reactions of 
salesmen are, on the whole, neither 
simple nor logical, and a broader con- 
ception of incentive than that set forth 
in the money theory is necessary. 

The opposite extreme is to play upon 
the social motives and avoid the pay- 
ment of appropriate financial rewards. 
The absence of financial support robs 
such a plan of its significance as a long- 
range objective, and the whole affair is 
likely to be branded as hypocrisy. 
There is this marked difference between 
the social and financial factors of an 
incentive plan. The social values may 
be unskillfully handled without dis- 
crediting the entire structure, but the 
financial elements of the plan must be 
sound at the start if there is to be any 
hope of real success. 

Before attempting to define a sound 
financial incentive plan, let us inquire 
as to how the salesman looks at money. 
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The typical equipment salesman 
takes a “large view” on money mat- 
ters. He is accustomed to dealing in 
ybstantial sums of other peoples’ 
money. He is in daily contact with men 
of superior financial standing. He is 
expected by his employers to present an 
appearance consistent with those con- 
tacts. It is therefore not surprising that 

s daily environment, combined with 

e optimism and aggressiveness re- 

ired for selling, normally produces 
fnancial ambitions that are beyond the 
limitations of a salesman’s job. 

This sort of ambition is of question- 
able character. It may find its expres- 
ion in serious direct efforts at self 
mprovement, but it is much more 
likely to produce the gambler’s attitude 
toward business. Such an attitude may 
show itself in a number of ways. The 

aventional poker party is familiar. It 
may crop out in an attempt to secure 
advancement through favoritism. It is 
frequently met with in the form of 
tock speculation, especially in the 
stock of the salesman’s own company. 
Often the salesman turns to merchan- 
dising as offering long odds on a big 


Financial rewards for merchandising 
should therefore be administered in 
accordance with two cardinal points 

{the gambler’s code. 

1. The game must be straight. Win- 
nings must be paid promptly and 
surely, in accordance with the rules 
of the game. Robert F. Elder in his 
book, Fundamentals of Industrial Mar- 
keting, makes this point by saying: 

To let the awarding of bonuses depend on 
the personal judgment of an executive, or 
even a group, taints the plan in the minds 
of the salesmen with suspicions of favorit- 


"New York: McGraw-Hill Book Company, Inc., 1935, 
142 


il. P. 125. 
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ism. . . . Definite impersonal standards 
are essential.® 


2. The house may take a generous 
cut of the winnings, but must leave 
enough to make the game worth while. 

On this point Professor Whitehead 
maintains that: 


The first principle is that payment must 
be appropriate [just]. . . . Thesecond... 
is that the basis on which payment is cal- 
culated shall be such as to provide the 
utmost inducement for the recipient to 
co-operate in securing his own welfare 
together with that of his society. 


Approach this problem from what- 
ever angle you will—administrative, 
psychological, sociological, or practical 
—the result is the same. If financial 
incentives are to be effective, they must 
be adequate in amount and impartially 
awarded, when judged by the stand- 
ards of the recipients. 

These simple principles are success- 
fully applied in many wage payment 
schemes but their use in equipment 
merchandising is subject to special 
difficulties. 


The Salesman’s Rights in Patents_ 


The question of ownership of patents 
is the most serious of these stumbling 
blocks. It is considered necessary by 
many equipment corporations to re- 
quire employees to assign future pat- 
ents to the company. This annuls the 
range of incentives by which the gov- 
ernmcnt has encouraged invention, in 
so far as the individual is concerned. 

The legality’ and the expediency of 
this practice is open to question. Codes 
of practice have been laid down by the 
engineering societies which attempt to 
preserve the constitutional rights of 


SL. D. Clark, “Rights of Employees to Their Inven- 
tions,” Monthly Labor Review, June, 1926, pp. 1188-89. 
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the employee without imperiling the 
patent position of the corporation. 

Such schemes have merits, but their 
enforcement is beset with legal tech- 
nicalities and employers prefer the 
unequivocal course of assignment. Em- 
ployees, unless they are in a very strong 
bargaining position, are impelled to 
acquiesce. For present practical pur- 
poses we may accept compulsory pat- 
ent assignment as the status quo and 
devise other means for developing 
effective financial incentives. 

Compulsory assignment of patents 
makes it difficult for the employer to 
assume an impartial attitude but this 
handicap can be overcome. The writer 
has come in contact with one large 
chemical concern where this problem 
has been satisfactorily solved. Under 
this company’s plan, the savings or 
profits derived from original work by 
employees, beyond the regular line of 
duty, are calculated over a period of 
years. The employee or employees who 
are responsible for the innovation re- 
ceive a percentage of the net returns. 
This company protects its interests by 
requiring the assignment of patents, 
but payments to employees have been 
made in such a manner as to raise the 
plan above cavil. Where circumstances 
justify it, the payments are said by 
employees to reach a very substantial 
figure. 

Objections to this plan can be made. 
There is an accounting problem in 
determining savings. There is a diplo- 
matic problem in distributing credit 
for joint ideas or developments. There 
is a problem in equity to distinguish 
routine accomplishment from work 
beyond the regular line of duty. These 
are serious difficulties, but where the 
will exists, solutions are possible. We 
are dealing with a subject which is 
vital to the success of every equipment 


company, and the ends in view ar 
worth a strong effort. 

The success of the company quoted 
above is noteworthy, not only for 
the nature of the plan, which is quite 
simple, but for the remarkable cop- 
fidence expressed by employees tha: 
the awards were adequate and impar- 
tially administered. 


A Suggested Merchandising Routine for 
Salesmen 


The routines designed to give effect 
to merchandising incentives for sales- 
men are of great importance. Incentives 
which are sound in principle may fai! 
completely if the system for their ad- 
ministration is not adjusted to human 
weaknesses. No sales manager needs 
a catalogue of the typical salesman’s 
faults and inconsistencies, yet many 
incentive plans neglect these flaws in 
character and assume that the sales- 
man is a simple, rational being. 

In laying down the routines for an 
incentive plan, the first rule is to avoid 
suspicion. The salesman lives by his 
wits. His ethical standards, like the 
bowl of a meerschaum pipe, are colored 
by long exposure to a pungent atmos- 
phere and he suspects everything that 
he does not fully understand. It is 
therefore essential that the adminis- 
tration of the merchandising activities 
be simple, direct, and obvious. Every 
move must be made in the open, and 
must be clearly discernible even to a 
somewhat biased observer. This re- 
quirement is difficult but not impossi- 
ble to meet. Without this feature, rea! 
success cannot be expected. 

The following outline covers the 
essential elements in a merchandising 
routine for salesmen. A more complete 
breakdown may be used for large con- 
cerns, but any further condensation 1s 
likely to lead to confusion. 
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Integration of Merchandising and Selling 


1. Presentation of the Idea in a Report 
Salesman. The manner of pres- 
entation is important. Under favorable 
-ircumstances, the number of ideas 
emanating from a salesforce rapidly ap- 
sroaches infinity, and the worst minds 
e sometimes the most active. The 
initial step in the routine, therefore, is 
filter out the hopeless, half-baked, 
nd eccentric contributions. This may 
be done, in a large part, by requiring 
t ideas be presented in a carefully 
written form and accompanied by 
drawings equivalent in accuracy and 
detail to those used in patent applica- 
tions. An approximate estimate of 
ales volume and selling price should 
also be required. 

These requirements help the sales- 
man to examine his brain child 
critically, to think his idea through, to 
correlate his scheme with the com- 
pany’s business as a whole, and above 
all, to determine its specific contribu- 
tion to sales volume and profits. 


2. Receipt of the Report by a Desig- 
nated Executive Who Will Sponsor Its 
Passage through the Routine. It is im- 
portant that the person receiving the 
report of the idea be personally known 
to the salesman and respected by him. 
It is the duty of this receiver to read, 
acknowledge, and sponsor the report 
in its passage through the organization, 
and to report the final disposition of 
the project to the originator. It is pref- 
erable that the receiver should have no 
direct authority in disposing of the 
project, but he should merely see that 
the suggestion offered by the salesman 
gets a “‘square deal” at the hands of 
those who do pass judgment upon it. 


3. Analysis and Discussion of the 
Report. Analysis will ordinarily be done 
by a competent expert, but discussion 
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can best be handled by a committee in 
order to avoid personal bias. It is vital 
that the salesman be permitted to enter 
into the discussion, either in person 
or by correspondence, as he will very 
naturally feel that no one else can 
defend his idea effectively. 


4. Selection of Promising Ideas for 
Development. Selection, on the other 
hand, is strictly an executive function. 
The danger here is from delay—the 
line of least resistance for the executive. 
Where delay is unavoidable or decision 
must be postponed pending other de- 
velopments, notice to this effect and 
an adequate explanation should be sent 
to the originator. If the salesman comes 
to believe that his report will be lost, 
neglected, or pigeonholed, the en- 
tire incentive system breaks down 
completely. 

The notice of disposition of the proj- 
ect requires both tact and a faculty for 
clear statement. Only a very few of 
the suggestions received can be acted 
on favorably, and if further suggestions 
are expected, the notice of unfavorable 
disposition must convince the origina- 
tor that rejection was made for a good 
reason. This task can best be handled 
by the receiver because his personal 
contact with the salesman will make 
the job easier. 


5. Development. The development of 
merchandising ideas is usually assigned 
to a staff of research specialists, but it 
is advisable that the originator be kept 
informed of the progress of the work 
and his comments solicited. The com- 
ments should be useful to the research 
department and the request for them 
will help to maintain the cooperative 
relationships on which this merchandis- 
ing plan is based. 
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6. First Selling Program. The transi- 
tion from development to sales should 
be a gradual one. If the salesman mak- 
ing a merchandising suggestion has 
been in contact with its development, 
he is in a position to be of great value in 
the initial phases of the sales program. 

Subsequent activity of the salesman 
will depend on circumstances but a 
continuing relation with the sale of the 
new device is advantageous whenever 
possible. The advantage lies not merely 
in capitalizing on the salesman’s ex- 
perience, but also in preserving the 
integration between the salesman and 
the company which has been estab- 
lished through the invention. 


7. Financial Award Made to the Orig- 
inator. The formula upon which the 
reward is calculated should be a simple 
percentage of the net value over a 
period of years. In the equipment 
industry it may take the form of a 
royalty. On unpatented devices the 
reward may be a percentage of esti- 
mated net profit. For improved meth- 
ods it may take the form of a fraction 
of net savings. In any event, the re- 
ward should be in proportion to the 
value as estimated by a simple and 
approximately accurate method. 

The use of a small flat payment as a 
reward for all patents or acceptable 
suggestions, regardless of value, is not 
satisfactory. It gives results compara- 
ble to the trifling outlay. The net effect 
on either morale or merchandising is 
slight. 

A vague promise of special rewards 
for outstanding performance may be 
offered in the hope of providing an 
adequate incentive for superlative ef- 
fort. Such promises may be compared 
to advertisements which claim great 
merit for a product, but fail to state 
specifically the basis for the claim. 
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Neither promise nor advertisement are 
convincing. The offhand manner jp 
which they are put forth excites suspj. 
cion regarding the sincerity of the 
company which sponsors them. 

The reluctance of employers to make 
adequate, specific offers for merchan- 
dising ideas is easily understandable. 
Such offers may involve the company 
in disputes or law suits. They may 
result in the overpayment of some 
particular employee who is more lucky 
than deserving, and this would result 
in jealousy and friction. Such misad- 
ventures are of course possible, but 
the danger can be minimized by com- 
petent planning and execution. The 
residue of risk then remaining appears 
to be justified by the advantages of a 
well-rounded merchandising program. 


Having selected a formula upon 
which to calculate rewards, there re- 
mains the question of administration. 
This is a particularly difficult matter 
because of conflicting requirements. 
The administrative authority must 
protect the company’s interest and at 
the same time command the respect 
of the employees. 

These requirements can best be met 
by giving the responsibility to a com- 
mittee. The membership of this com- 
mittee should not be dominated by 
high executives or major stockholders; 
and it should include representatives 
of the chief grades of employees to 
whom the incentives are offered. Such 
a committee, under the guidance of a 
tactful chairman chosen from the major 
executives, should find it possible to 
administer the incentive plan in a con- 
servative fashion, and at the same time 
command the confidence of employees. 

As a further safeguard, action by 
the committee may be subject to re- 
view by the board of directors. This 
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rivilege of review ought not to damage 
the prestige of the plan among em- 

oyees so long as the initiative rests 
with a committee whose membership i is 
sympathetic toward them. It is as- 
neu that the directors approve of the 

lan in principle and will not exercise 
the right of review unless an obvious 
injustice has been done. 


Conclusion 

Changes in the equipment indus- 
try have altered the merchandising 
function from a matter of individual 
achievement to one of systematic co- 
operative effort; but specialization has 
been necessary. Such specialization has 
tended to concentrate original work in 
an independent merchandising depart- 
ment, the sales department participat- 
ing only to a limited extent. In failing 
to utilize freely merchandising ability 

the sales department, a double loss 
has resulted. Not only has merchan- 
dising progress been retarded, but hard 
and fast specialization has reduced 

‘ling efficiency by overemphasizing 
selling routine. 

Any attempts to combine more mer- 
chandising with selling may aggravate 
some of the problems of control and 
supervision which already beset the 
ales executive. These difficulties should 
not prove serious, however, in a sales 
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organization that provides supervision 
adequate for its routine problems. 

The advantages of a well balanced 
program of merchandising and selling 
by salesmen are substantial. Psycho- 
logical and sociological factors operate 
to increase selling efficiency and to raise 
morale. These improvements, so obvi- 
ously desirable, are very difficult to 
obtain by other methods because of the 
working conditions inherent in equip- 
ment selling. In suggesting more mer- 
chandising by salesmen it is assumed 
that more time and effort will be re- 
quired of the individual. Strong finan- 
cial incentives will be required to 
produce this result; and special pre- 
cautions must be taken to maintain 
confidence in the administrative mecha- 
nism of the incentive plan. 

A routine for handling merchandis- 
ing material has been suggested, but 
success depends primarily on the ability 
of the executive staff to command the 
respect of the rank and file of em- 
ployees. While it is true that morale 
can be improved by a judicious mixture 
of merchandising and selling, the plan 
is not recommended for concerns whose 
industrial relations are in a state of 
tension. A condition of this sort does 
not argue well for a scheme which is 
founded on voluntary cooperation on a 
broad front. 














RECENT BOOKS IN SALES MANAGEMENT AND 
MARKETING 


BY H. R. TOSDAL 


VER 200 books in the field of 
business and over 600 in the 
fields of economics and soci- 

ology were published in the year 1936. 
A business man who is making any at- 
tempt whatever to operate his enter- 
prise cannot read all of them. He must 
choose among them if he is to make use 
of books for one or more of the purposes 
for which business men do and should 
read books. It may be admitted freely 
that when material appears in print, 
particularly in book form, it is likely 
already to be out of date. On the other 
hand, such interpretations and conclu- 
sions as appear are likely to represent 
more careful thinking than the mass of 
ephemeral material which appears in 
our trade magazines. But no matter 
how anxious the business man is to 
keep up with everything that is written 
in the fields directly or indirectly per- 
taining to his special interest, there 
is likely to be disagreement among busi- 
ness men as well as among scientists 
as to the relative merits of a book. A 
single idea garnered from a single in- 
consequential volume may set fire to a 
business man’s imagination and cause 
him to develop a successful policy or 
plan for his business. On that account 
he may become an enthusiast for the 
book. He has found the needle in the 
proverbial haystack; but no one would 
advise looking in haystacks if one 
needed needles. To other business men 
this particular volume may appear and 
be relatively useless. 

Tastes of business men differ likewise 
and have their effects upon the ap- 
praisal of the value of particular books 
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by business men. The literary digestion 
of certain business men is extremely 
weak; they require soft diet, highly 
spiced; a paragraph to a sentence, with 
success stories as the invariable filling. 
Others can stand hardier fare, but few 
can read rapidly and critically enough 
to get the greatest benefit from the 
business literature of the day. The 
difficulty is based partly upon the 
undeveloped technique of reading, so 
that reading is frequently slow and 
uncritical, and partly in the fact that 
there still remains among many groups 
an undisciplined respect for a printed 
word which stands in the way of 
judicious scanning. 

Even with developed technique for 
rapid reading it is impossible to go over 
the entire literature in most general 
fields of business. Some preliminary 
selection is desirable, and it is for this 
purpose that the review work of busi- 
ness publications is justified. Selection 
implies appraisal; appraisal, as has 
been pointed out, is not a simple mat- 
ter. We must first have bases for 
appraisal and the bases of appraisal 
may differ for the different classifica- 
tions of readers of a particular type of 
literature. A book may be intended as 
a text for classroom instruction; as 
a general declaratory summary for 
business men; as a scientific monograph 
to present the results of new thinking 
or new researches in a particular field; 
or sometimes merely as inspiration to 
certain groups to do a more satisfactory 
job. In appraising a book the motive 
which animated the author to write the 
book, the intended purposes of the book, 
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vhether a scientific contribution or not, 
the reader’s purpose must, or 
uld, be kept in mind. Books are 
written for various reasons. One writes 
express himself; another expects 
fame: a third writes with a view to 
the usually silent cash register; a 
fourth because an enterprising pub- 
lisher has convinced the author of his 
“obligation to society”’; a fifth because 
he believes he has discovered some new 
secret of success in business; and so on, 
infinitum. But the real objectives 
f books frequently have to be deter- 
themselves. The preface may indicate 
objectives which the author thinks he 
has accomplished, but too often an 
author’s pride sees merits in the new- 
rn literary infant which other persons 
fail to discern. 

[he list of recent books in the field 
of marketing and sales management is 
not a long one, although it is substantial 
in view of the fact that little more than 

vo decades have elapsed since the 
first volumes appeared in the field. 
Not until after the World War can one 
begin to speak of a marketing litera- 
ture; and in the history of the literature 
f any art, the post-war period is still 
a very short one. In view of the eco- 
nomic importance of sales management, 
it is somewhat difficult to account for 
the relative paucity of literature in the 
held. ‘The delayed development of the 
marketing field in general was reflected 
in exaggerated measure in those por- 
tions of the field dealing with the dis- 
tribution of manufactured goods. Farm 
products had received some attention 
prior to the War through the active 
work of the Department of Agriculture 
and through the land grant colleges. 
But for no convincing reason a clear 
conception of the management field 
{ marketing has been a late develop- 


ment, practically of the past twenty 
years. Only in that period has scientific 
attention been devoted to the field of 
marketing comparable to the earlier 
attention given to production. 

Classifications of the books in this 
list indicate that they fall into three 
main groups; namely, general treatises 
in the field of marketing, a number of 
more specialized books in marketing 
study, and a larger group dealing with 
salesmanship and the management of 
the salesforce. A few new books have 
appeared which will be mentioned, 
but revisions are important in each 
group. In the general marketing field 
several factors have made it neces- 
sary for authors to revise their trea- 
tises. Marketing phenomena have been 
changing so rapidly that the term 
“marketing revolution” has not seemed 
inappropriate. Again, the recent depres- 
sion, the first major depression since the 
subject of marketing began to be 
widely taught, has furnished a test 
both of marketing institutions and of 
marketing theory. Some revisions of 
thought and conclusion have been in- 
evitable. In the third place, research 
and accumulation of data, particularly 
in the census enumerations, have fur- 
nished facts of marketing exposition— 
a factual basis heretofore lacking. 
To be acceptable for the progressive 
teachers and readers many treatises 
have had to be revised to embody the 
different new data. 


General Treatises 

The two principal revisions of the 
marketing works to be mentioned are 
Pyle and Converse. Dean Pyle has 
undertaken and carried through a com- 
plete revision of his Marketing Princt- 
ples.1 While the new book is essentially 
1 John Freeman Pyle, Marketing Principles. Revised 


edition. New York: McGraw-Hill Book Company, 
Inc., 1936. 791 pp. $4.00. 
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the same in structure as the first edition, 
the content reveals the fact that Pyle’s 
ideas have changed and broadened 
and that the author has mace extensive 
use of newer sources of marketing data. 
Pyle was a pioneer in emphasizing the 
importance of considering the mar- 
keting of services in addition to the 
marketing of farm products and manu- 
factured goods usually treated. Fortu- 
nately the census data has emphasized, 
and has given to Pyle, a more sub- 
stantial basis for a discussion of 
services. Marketing Principles is in- 
tended as a text in first-year marketing 
courses. For a business man its value 
lies largely in the fact that careful study 
of a substantial and carefully written 
text such as this furnishes a basis for 
an understanding of the general mar- 
keting structure and its functioning 
within which he as a business executive 
must frequently make decisions. But 
such a book is hard reading and the 
business man is not likely to get 
directly from it an idea which has 
immediate cash value. 

The new Converse Essentials of Dis- 
tribution? is a simplified treatment of 
principles of marketing and distri- 
bution apparently intended for high 
school students and for business men 
whose willingness to study or whose 
powers of intelligent assimilation are 
not equal to the more mature and 
comprehensive work of the same or 
other authors. 

A third recent volume in the group of 
general treatises is much more signifi- 
cant. Wholesaling,® a successor to, 
rather than a revision of, the earlier 
volume by Beckman alone, is the result 
of a collaboration between a professor 
at Ohio State University and the 
2? Paul D. Converse, Essentials of Distribution. New 


York: Prentice-Hall, Inc., 1936. 605 pp. $2.80. 
> Theodore N. Beckman and Nathanael H. Engle, 








assistant director of the Bureau of 
Foreign and Domestic Commerce at 
Washington, both of whom have had 
much direct experience with the col- 
lection of data in the distribution of 
census enumerations. While in outline 
the new volume resembles the old, the 
progress made in getting factual mate- 
rial upon distribution is adequately re- 
flected in this new volume. In the 
present treatise a series of introductory 
chapters dealing with the nature and 
history of wholesaling and its recent 
renaissance is followed by a section 
upon modern wholesaling systems in 
which the various types of wholesalers 
in different trades are classified, ana- 
lyzed, and discussed. It is in this sec- 
tion that the yields from the new 
mine of distribution data appear; and 
it is in this section that the authors 
have been able to make their greatest 
contribution. The section upon opera- 
tion and management of a wholesale 
business deals with practical business 
problems of location, layout, buying, 
stock control, advertising and selling, 
order handling, and credit. In a suc- 
ceeding group of chapters dealing with 
the economic aspects and trends of 
wholesaling the authors reveal their 
interest in the broader aspects of 
wholesaling. In a chapter on wholesal- 
ing in the planned economy, the authors 
propose a plan for the United States 
sufficiently vague and general to create 
no issue which could be profitably de- 
bated. Only the all-too-easy assump- 
tion that study of consumer budgets 
will answer the questions of economic 
planners (p. 531) and of business execu- 
tives who must also plan calls for 
vigorous objection. It is another evi- 
dence of the gap which too often 


Wholesaling Principles and Practice. New York: 
The Ronald Press Company, 1937. 628 pp. $4.00 
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appears between the thinking of econ- 
omists and of those who appreciate 
the detailed practical problems of 
business enterprise which cannot easily 
he wished away or ignored. In general, 
the new Wholesaling is sound, compre- 
hensive, and useful. It is factual and 
analytical. While it is not intended to 
furnish inspiration to wholesalers or 
to give specific methods to increase 
volumes of profits, it may furnish con- 
solation to some by giving greater as- 
surance that the wholesaler will not 
be forced out of the marketing struc- 
ture either tomorrow or the day after 
tomorrow. 

Among the handful of more general 
treatises in the field, one may dismiss 
guickly the revision by Bates of the 
Gauss and Wightman volumes entitled 
Sales and Advertising.‘ The first volume 
deals with sales management and takes 
up product policy and territorial prob- 
lems, devoting a major portion of at- 
tention to management of salesforce. 
The second volume is devoted to adver- 
tising, and follows the usual procedure of 
dealing with psychology, appeals, me- 
chanics, and organization. Intended for 
correspondence courses, the material 
is elementary in character. Necessarily 
it is presented simply and clearly. 
Reasonably sound as to quality, the 
treatment is quite superficial. 
Specialized Works 

Much more is ordinarily to be ex- 
pected at this time from the more nar- 
rowly specialized or monographic works 
than from general treatises. In many 
business fields we have reached the 
point where too little new material is 
fed into the books which are published. 
‘Chester A. Gauss and Lucius I. Wightman, Sales 


ind Advertising. Revised by Harry A. Bates. Chicago: 
\merican Technical Society, 1935. 565 pp. (2 vols.) 
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Weakness due to inbreeding has ap- 
peared. One welcomes, therefore, the 
amplification of specific topics which 
are often treated more or less cavalierly 
in general treatises. 

The Technique of Marketing Research® 
has been prepared by the Committee 
on Marketing Research Technique of 
the American Marketing Society. The 
group consisted of men directly in 
marketing research either as executives 
or as consultants, and was under the 
active leadership of Mr. Ferdinand C. 
Wheeler. Not the first in marketing 
research, this volume nevertheless is 
significant because it represents what 
was considered a good practice in cer- 
tain types of marketing research by 
outstanding practitioners of the art in 
the year 1936. The outline is simple, 
chapters being devoted to analysis of 
planning, collection of data and or- 
ganization of personnel, operation in 
the field, and the organization, inter- 
pretation, and presentation of data. 
Some of the difficult psychological as- 
pects of marketing investigation are 
not overlooked. For those interested in 
marketing research this volume is in- 
dispensable. It must be emphasized, 
nevertheless, that the authors have 
been primarily concerned with field 
research. Other types of research in 
the marketing field are barely touched. 

Related, but of an entirely different 
type and not intended as a business 
book, is the Economics of Consump- 
tion® by Professor Charles S. Wyand 
of Pennsylvania State College. It is an 
academic treatise presumably directed 
to students of consumption, to the 
consumer, and to the general reader 


McGraw-Hill Book Company, Inc., 1937. 449 pp. 
$4.00. 
6 Charles §. Wyand, The Economics of Consumption. 
New York: The Macmillan Company, 1937. 565 pp. 
$3.50. 
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who may be interested in the growing 
consumer movement. Considering the 
unusual position which consumption 
occupies in our system, business men 
should be interested in the broader 
aspects of the study of consumption, 
just as many have become sufficiently 
interested in consumer wants and con- 
sumer buying habits as to find in 
them a basis for adjusting their own 
business policies. For business men the 
Wyand treatise is of significance be- 
cause it brings together the thinking of 
economists and particularly of those 
who are among the more reasonable 
of self-styled leaders of the consumer. 
Balance and proportion in a con- 
troversial field such as consumption is 
extremely difficult to attain as long as 
the majority of business men who try 
to live and act decently are about as 
inarticulate as are consumers. On that 
account it would be tedious to criticize 
the book. The author has had to work 
with all too meager material in a field 
which has hardly been explored. Dif- 
ferences in point of view, demands for 
adequate proof not only of broad state- 
ments but of insinuations, may make 
lively controversy, but they do not 
fill the factual void so as to exclude 
biased opinion. In his comprehensive 
treatment Wyand devotes three chap- 
ters to an introductory treatment of 
the theory of consumption, while the 
consumer and his function are treated 
in the four chapters following. The 
business reader will be particularly in- 
terested in the third and fourth parts, 
which discuss the determinants of 
choice, the trends of consumption, and 
the manipulation of choice by agencies 
7Vergil D. Reed, Advertising and Selling Industrial 
Goods. New York: The Ronald Press Company, 
1936. 299 pp. $3.50. 
8John H. Frederick, Industrial Marketing. New 


York: Prentice-Hall, Inc., 1934. 418 pp. $3.50. 
® Robert F. Elder, Fundamentals of Industrial Market- 
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designed to affect it. In viewpoint the 
author has been largely influenced by 
the Department of Labor, Consumer,’ 
Research, and other leaders of the con- 
sumer movement. While more scholarly 
in his attitude than many of these 
leaders, the author repeats two com- 
mon errors which detract, in the re- 
viewer's opinion, from the scientific 
value of his work: (1) There is a ten- 
dency to generalize, frequently ad- 
versely to business, upon the basis of 
abuses without furnishing adequate 
proof that such generalization is scien- 
tifically warranted. (2) Corollary to the 
first criticism is the naive assumption 
that business men generally know a 
great deal more about the details of 
consumer demand than they actually 
do. On the one hand, the limitations of 
our knowledge of consumer wants and 
needs in terms which permit the use 
of that knowledge in business are so 
evident to business men that they do 
not talk about them..On the other hand, 
these limitations are so often misunder- 
stood by economists that dangerously 
false generalizations are reached. The 
translation of generalizations of econ- 
omists and sociologists into workable 
rules for conduct of specific business 
enterprises making specific products is 
still a work of the future. 

Reed’s Advertising and Selling Indus- 
trial Goods’ adds another volume in 4 
field which up to a few years ago was 
practically devoid of printed material. 
Industrial progress has given impetus 
to such books as those put out by 
Frederick,’ Elder,? and Lester.” Dr. 
Reed’s volume differs from the more 
general treatises in concentrating at- 


ing. New York: McGraw-Hill Book Company, Inc., 
1935. 325 pp. $3.00. ; 

10 Bernard Lester, Marketing Industrial Equipment. 
New York: McGraw-Hill Book Company, Inc., 


1935. 317 pp. $3.50. 
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-ention upon the advertising phases of 
-he marketing of industrial goods. The 
-opics treated, namely, product appeals, 
market analysis, media, copy, organi- 
zation, and conclusion are not in them- 
elves unusual in advertising treatises. 
[: is their application to industrial 
soods which is the contribution of this 
work. The volume is well organized, the 
material is generally sound; it adds to 
the information available generally as 
well as in its field but by no means ex- 
hausts it. In the small compass of the 

ok it has been found necessary to 
touch largely upon the high spots. The 
approach is conventional. 


Books on Salesmanship 


New books on salesmanship and re- 
visions of older books constitute the 
largest group in a single narrow field. 
\|| of the four new books and two re- 
visions under consideration are prob- 
bly intended primarily for salesmen 
and for those interested in practical 
teaching and training of salesmen. It 
is in the appraisal of books on sales- 
manship that the significance of bases 
{ appraisal becomes clearly apparent. 
Scientifically none of the volumes upon 
salesmanship makes any significant con- 
tribution. Salesmanship is an art and 
whether the practice of the art be good, 
bad, or indifferent, it involves a force 
of prime importance in our economic 
system and costs the public huge sums 
each year. Consequently the manner 
{ its practice is of public consequence 
and books intended to improve that 
practice have their logical place. 

First among the new books may be 
mentioned the slight work ascribed to 
Rex Cole in collaboration with C. D. 


"Rex Cole, in collaboration with C. D. Frazer, 
Rex Cole on Salesmanship. New York: B. C. Forbes 
ishing Company, 1935. 253 pp. $2.50. 

* Burton Bigelow, The Knack of Selling More. New 


p 


Frazer.'! It is largely inspirational in 
character and is a reminder of the 
earlier and outmoded group of books 
on high-pressure salesmanship. It ac- 
cepts a form of long discredited charac- 
ter analysis upon the basis of bodily 
characteristics. It offers another illus- 
tration of the fact that there may exist 
a very wide gap between the salesman 
who can sell successfully and the sales- 
man who can teach others to sell 
successfully. 

More adequate in content is Burton 
Bigelow’s The Knack of Selling More. 
Intended to succeed the three thin 
volumes by Watson entitled The Knack 
of Selling which sold in large quantities 
during the twenties, The Knack of Sell- 
ing More is so completely a new work 
that the choice of title is perhaps un- 
fortunate. The three volumes deal re- 
spectively with planning for new sales, 
the sales story, and handling the ob- 
jections and closing. While popular in 
tone and intended for self-training, 
much attention has been devoted to 
the organization and presentation of 
the material so as to apply to the sales- 
man. It is generally agreed that the 
principles of good salesmanship are few 
in number but that the applications are 
both difficult and immensely varied. In 
his attempt to simplify Bigelow may 
have over-organized, but no one will 
object to the appropriateness of the in- 
clusion of a great deal of illustrative 
material. 

Fernald’s revision of his earlier vol- 
ume on sales management’ is intended 
primarily for class use. It is an ampli- 
fication and extension of a workman- 
like but conventional volume which 
appeared first in 1926. Professor Ivey, 


York: McGraw-Hill Book Company, Inc., 1936. 


3 vols. $4.00. 
13 Charles H. Fernald, Salesmanship. Revised edition. 
New York: Prentice-Hall, Inc., 1935. 458 pp. $5.00. 
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on the basis of teaching and consulting 
experience on the training of sales- 
forces, appears in the lists with two 
books. The first is a revision of Sales- 
manship Applied and the second is a 
new book, Successful Salesmanship."4 
Both reflect the author’s well-known 
opinions in a slightly different form. 
Outlines differ somewhat, that of Sales- 
manship Applied being the broader. 
Both contain much illustrative mate- 
rial. If any other distinction were to 
be made, it would be primarily on the 
basis that Successful Salesmanship ap- 
pears to be somewhat more popular in 
tone, less conventional, and perhaps 
somewhat better adapted to direct use 
for self-training by present and pro- 
spective salesmen. 

In another corner of this field atten- 
tion must be called to Nystrom’s Ele- 
ments of Retail Selling,’ announced as 
a manual for beginners in the retail busi- 
ness but dealing primarily in selling and 
salesmanship. The volume is significant, 
both because the author is an authority 
on retail management and _ because 
more recently he has been interested 
in training retail personnel and is tak- 
ing an active part in the Federal project 
to encourage such training. The book is 
on the “must” list for consideration of 
anyone interested in the training of 
retail personnel. 

Closely related to the books on sales- 
manship but somewhat different in 
character is Simmons’ How to Make 
More Sales.© It is really a series of 
independent but related chapters upon 
salesmanship written from the point 


4 Paul W. Ivey, Salesmanship Applied. Revised 
edition. New York: McGraw-Hill Book Company, 
Inc., 1937. 434 Pp. $3.00. 

. Successful Salesmanship. New York: Pren- 
tice-Hall, Inc., 1937. 517 pp. $5.00. 

18 Paul H. Nystrom, Elements of Retail Selling. New 
York: The Ronald Press Company, 1936. 380 pp. 
$2.40. 





~ = epee ee —— 
a ———————— 


of view of operating sale executives 
who seek both to inspire and to instruct 
their men. Most of the material ap- 
peared earlier in a series of articles jn 
Printers’ Ink. The first chapter which 
endeavors to picture salesmanship as 
an all-pervasive force in all relation- 
ships of life gives a false impression, for 
the remainder of the volume appears 
to be reasonably sound. Nevertheless 
Simmons advocates aggressive selling, 
writes forcibly and in an entertaining 
style. Here again a scientist would class 
the work as a very superficial perform- 
ance, but it must be remembered that 
it was not intended as a scientific 
treatise and incidentally will generally 
escape the notice of scientists. 

Somewhat similar, but going fur- 
ther in taking the management point 
of view, Aspley in Getting the Most Out 
of Salesmen™ offers commonsense ad- 
vice in small quantities to service 
salesmen, sales managers, branch and 
division managers engaged in working 
with subordinates in field sales activi- 
ties. As with the manuals on salesman- 
ship, the device to make the book of 
“practical”? use to business men has 
led to the inclusion of stories of 
experience, collected from _ business 
enterprises. 

Lastly, in the miscellaneous group 
is a small volume dealing with mer- 
chandising and legal phases of price 
cutting, price maintenance, and quan- 
tity discounts. The authors have had 
a great deal of contact with these 
problems and have intended The Con- 
trol of Resale Prices to furnish a guide 


1 Harry Simmons, How to Make More Sales. New 
York: Harper & Brothers, 1936. 168 pp. $2.00. 

7 J. C. Aspley, Getting the Most Oui of Salesmen 
Chicago: The Dartnell Corporation, 1935. 211 pp. 
$1.50. 

18 Roy W. Johnson, William H. Ingersoll, and Gilbert 
H. Montague, The Control of Resale Prices. Chicago: 
The Dartnell Corporation, 1936. 200 pp. $2.00. 
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for business men. When published the 
lume was timely, but since its pub- 
has upheld the constitutionality of the 
California Fair Trade Laws and up to 
the present time nearly forty states 
have enacted some sort of price man- 
agement legislation. The point of view 
of the volume is generally favorable to 
rice maintenance as might be ex- 
pected from the fact that William H. 
Ingersoll, a pronounced advocate of 
the legality of price maintenance, has 
ntributed the major portion. 


All in all, this brief and inadequate 
survey leaves at least two general im- 


pressions. The first is an impression of 
disappointment that the total scien- 
tific advance in the field has not been 
greater. While the disappointment is 
relieved somewhat in spots, one is 
tempted to point to the addition of 
basic statistical material in the field 
of distribution, not to the books re- 
viewed, as the most significant advance 
for the scientific development of mar- 
keting. Secondly, one is consoled some- 
what by the fact that in tone and 
content the books of 1936-1937 show 
a distinct advance over those of a 
decade or two decades earlier. We are 
growing up in this pioneer area of 
distribution. 


See eater 
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